ALLAMA IQBAL LIBRARY 



145088 

























H- 


/ v j s 



TN 


3 



jfr- r c 

A b 



NTENTS 


Foreword 


Preface 


JAxP^ * 1 * 3 4 * * R - 



Z 


• • 


t Vll 


I 


HAXJJRE^AND SCOPE OF MARKETJNC^MANA^FMFNT 


1. Marketing Management and the Administrative Process, 
Ralph Westfall and Harper W. Boyd, Jr., Cases in Marketing 
Management 3 

2 j Business Management as a Total System of Action and the 
Role of Marketing, Thomas A. Staudt, Managerial Marketing: 
Perspectives and Viewpoints 9 

3. What is the Marketing Management Concept? J. B. Me - 

Kitterick, The Frontiers of Marketing Thought and Science 16 

4. Marketing and Economic Development, Peter F. Drucker, 

Journal of Marketing 26 

y II. EFFECT OF THE MARKET ON THE ACTIVITIES OF THE FIRM 

/ 

Z 7 * 9 5. Rational Behavior and Economic Behavior, George Katona, 

A-/ Psychological Review 39 

6 - Toward an Understanding of Human Behavior, Ernest Dichter, 
Motivation and Market Behavior 54 

7. Motivation, Cognition, Learning—Basic Factors in Consumer 
Behavior, James A. Bay ton, Journal of Marketing 64 

^8. New Dimension in Consumer Analysis, Warper W. Boyd, Jr. 
and Sidney J. Levy, Harvard Business Review 74 

9. Management Myopia, Theodore Levitt, Innovation in Marketing 94 


y 


tg) Product Diff 

native Marketing Strategies, Wendell R. Smith, Journal of 
Marketing 

H. Analyzing Foreign Opportunities, Raphael W. Hodgson and 
flugo E. R. Uyterhoeven, Harvard Business Review 


111 


118 





CONTENTS 


• • 


Xll 




12. The Adoption Process, Foundation for Research on,Human Be¬ 
havior, The Adoption of New Products: Process and Influence 150 

3. Market Potentials and Marketing Management, Donald R. G. 

Cowan, Market Potentials and the Use of Census Data 157 

14. The Significance of Social Stratification in Selling, Richard 
ysP. Coleman, Marketing: A Maturing Discipline 167 

4 . Sales Forecasting: Key to Integrated Management, William 

Lazer, Business Horizons ^ ^ 

IV. PLANNING AND DECISION-MAKING IN MARKETING 

16. Long-Range Planning, Peter F. Drucker, Management Science 191 
jQ . Principles of Market Planning, Cost and Profit Outlook 204 

18. Making Long-Range Planning Work, Bruce Payne and /. H. 

Kennedy, The Management Review 210 

19. Decisions Involving High Risk, Paul E. Green, Advanced 

Management-Office Executive 220 

(20) Decision Theory and Marketing Management, Robert D. 
Buzzell and Charles C. Slater, Journal of Marketing 228 



AA 


/ 


V. MAJOR MARKETING STRATEGIES 




247 






A. PRODU CT, PRODUCT LINE, a_n d_PAQCAGING 

21. Product-Line Policy, Joen Dean, Journal of Business 

22. A Method for Making Product Combination Decisions, Robert 

K. Jaedicke, Business News Notes ^ - c 260 

23. Top Management’s Stake in the Product Life^Cycle, Arch 

Patton, The Management Review 270 

24. Design of the 1%arketing Program for a New Product, G. T. 

Borcherdt, Marketing's Role in Scientific Management 281 

25. Marketing Mix Decisions^for New Products, Philip Kotler, 

Journal of Marketing Research 295 

26^“The Man in the Packag^,” Ernest Dichter, from booklet of 
/ the Paraffined Carton Research Council 307 

B. PRICING y s 

27. Pricing Policie s for New Products, Joel Dean, Modern Market - 

inglytrategy <c 319 

28. Bayesian Decision Theory in PrIcing Strategy, Paul E. Green, 

Journal of Marketing 332 













CONTENTS 


• • • 


Xlll 



•LICIES AND_XHEORY, 1 

’ — ^ ' ' » «■ ■ 

on Some Experimental Findings about the Meanings 
of Price, Harold J. Leavitt, Journal of Business 358 

C. CHANNELS OF DISTRIBUTION AND PHYSICA L LOGISTICS 

31. Retail Strategy and the Classification of Consumer Goods, 

Louis P. Bucklin, Journal of Marketing 365 

32. Factors Governing the Development of Marketing Channels, 

Wroe Alderson, Marketing Channels 


376 


33. The Contactual Function in Marketing, Edmund D. McGarry, 
Journal of Business 


402 


34. Designing the DistributionJ>ystem, Thomas L. Berg, The Social 

Responsibilities of Marketing 423 

35. The Logistics of Distribution, John F. Magee, Harvard 
Business Review 

D. ADVERTISING 

V/ TK T.rr. c.’NOTIONS OF ADVER TISING IN OUR CULTURE 

ournal 


37. What We 


ctrketing 




451 



OMMUNICATION I 


The ^Brink OF, H ope, Joseph T. Klapper, The Pub!tc~Upihion 

Quarterly 460 

38. How Much To Sp^ncT on Advertising. Joe l Dean, Harvard 


Business-Review 



ProductiVITY of Adve r tising Dollars. W roe AIderson, 


476 




Pierre Martineau, Motivation in 


491 


500 


Cost and~Frofit Outlook 

40. Research and Motivatio 

Advertising 

E. PERSONAL SELLING 

41. The Application of Social Science Fin^gs to Selling and 
the Salesman, Samuel N. Stevens, Aspects of Modern Marketing 512 

42. How Many Salesmen Do You Need? Walter J. Semlow, Harvard 

Business Review J22 

43. Basic Duties of the Modern Sales Department, Eugene J. 

Kelley and William Lazer, Industrial Marketing 534 

VI. THE MARKETING ORGANIZATION U ' 

14?) Marketing Orientation and Emerging Patterns of Manage¬ 
ment and Organization, David G. Moore, The Frontiers of 
Marketing Thought and Science 541 
























CONTENTS 


xiv 


45. The Role of the 
of Marketing 

46. Why Modern 
Printers’ Ink 


Marketing Staff, Dorjald R. Longman, Journal 
Marketing N^ds the ^rod^t Manager, 


548 

556 


47. Communication in a Marketing System, Cost and Profit Outlook 567 

48. New Organization Patterns for Marketing, Edward G. Koch, 

The Management Review ^ 


VII. EVALUATION OF MARKETING EFFORTS 


« 

49. How To Use Market-share Measurement, Alfred R. Oxenfeldt, 
Harvard Business Review 



50. The Values and Uses of Distribution Cost Analysis, Ameri¬ 
can Marketing Association Committee on Distribution Costs and 
Efficiency , Journal of Marketing 

51. The Marketing Audit: Its Nature, Purposes and Problems, 
Abe Shuchman, American Management Association Report 


603 

611 


52 . Mathematical Programing, Charles H. Sevin, Effective Market¬ 
ing Action 

53 . A Practical and Proven Measure of Advertising Effective¬ 
ness, Michael H. Halbert , Management Challenges and Research 
Responses 

Index 


620 

629 

641 


I/NATURE AND SCOPE OF 

MARKETING MANAGEMENT 

lCe ^\\ c i Ma'Ka. 9yvi£ r vd~ 




11 Marketing Management 

and the Administrative Process 

Ralph Westfall and Harper W. Boyd, Jr. 

The administrative process provides a useful framework for the diagnosis and 
analysis of marketing problems as well as a way of conceptualizing the tasks faced 
by marketing managers. 

The administrative process consists of setting objectives, planning the 
operations necessary to achieve the objectives, organizing to put the plan 
into action, putting the plan into action, and controlling the operations in 
such a way as to know whether or not the objectives are being achieved. The 
concept of this process provides a useful framework for analysis of the 
problems facing a marketing manager. It enables the administrator to 
perceive the total operation of the firm and the relationship of the marketing 
activities to this totality. It also furnishes him with an orderly sequence 
of steps by which to think through his job, and it provides a perspective" 
from which he can make a more realistic diagnosis of the day-to-day problems 

that come across his desk, distinguishing between symptoms and basic 
problems. 

The administrative process is simple to comprehend yet difficult to apply. 
It involves a way of administrative life and, as such, should permeate the 
everyday business life of all executives. It is essentially non-quantitative, 
although quantitative techniques are helpful in “solving” the problems that 
are involved in its implementation. The process provides a way of taking 
fragments of information and putting them into categories that in the long 
run, will provide the executive with data that will facilitate decision making. 

SETTING OBJECTIVES 

/ 

The broad objective of a firm is to make profits, but a company also has 
responsibilities to the stockholders, the community, and its employees. None 
of these, however, provides a specific rationale for the firm’s existence. Some 
writers have suggested that management think of its basic objective in terms 
of the firm’s specific products or services, but a more useful approach is to 
think of a firm’s objective in terms of “the niche or part of the market that 
the company wishes to acquire by offering some product or service. In 

source : From Cases in Marketing Management (Homewood, Ill. : Richard D. 

Irwin, Inc., 1961), pp. 1-6. Ralph Westfall: Professor of Marketing, Northwestern 
mversity. arper W. Boyd, Jr.: Professor of Marketing, Northwestern University. 
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4 READINGS IN MARKETING MANAGEMENT 

thinking about a company’s objective, in other words, we can go beyond the 
product or service itself to the kind of demand involved—for example, the 
demand for finely tailored men’s clothes or specific types of food products ”. 1 

This line of thinking has become known as “the marketing concept” and 
is well summarised as follows : “Management must think of itself not as 
producing products but as providing customer-creating value satisfactions. 

It must push this idea (and everything it means and requires) into every nook 
and cranny of the organization. It has to do this continuously and with the 
kind of flair that excites and stimulates the people in it. Otherwise, the 
company will be merely a series of pigeonholed parts, with no con¬ 
solidating sense of purpose or direction. 'In short, the organization must 
learn to think of itself not as producing goods or services but as buying 
customers, as doing the things that will make people want to do business 

with it ”. 2 

^Most firms must confine their basic objective to some particular part or 
segment of the markets Rarely, if ever, can a firm, regardless of its size, 
satisfy the needs of all segments comprising the market for a given product. 
This is particularly true if one thinks in terms of product use as contrasted 
with specific products or services. (^Those firms producing for the mass 
market typically find that they cannot actually produce successfully for all 
market segments, e.g. they cannot satisfy both the segment demanding low- 
priced products and the segment demanding highest quality regardless of 
price!) (Despite this need to concentrate on a specific market segment, it is 
essential that management not think too narrowly about the firm’s niche, 
since to do so will prevent management from being perceptive to slow trends 
that may ultimately erode substantially the need for its product^ The case - / 
of the railroads and their narrow objective of moving goods and people only 
over steel rails is a classic example. 

(before deciding what niche to aim for, a firm must, of course, know the 

demands of the various market segments, how competing firms are attempting 

to satisfy these demands, the resources of the present and potential firms 

comprising the industry, and its own resources. A realistic accounting of a 

firm’s own resources is difficult, since it includes an appraisal of human 

resources. Some firms make the mistake of using the r Tesources of the other 

firms in the industry as a standard for measuring the worth of their own 

resources. While such a criterion is useful, it is ultimately the needs of 

the market niche that the firm seeks to fill that determine the value of its 
resources. 

Once the firm has determined a market niche that is consistent with its 
resources, it is then, and only then, ready to meet the problems' of planning, 

Edward T. P. Watson, “Diagnosis of Management Problems”, Harvard Business 
Review , January-February, 1958, p. 70. 

2 Theodore Levitt, “Marketing Myopia”, Harvard Business Review, July-August, 
1960, p. 56. 
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organizing, and controlling its operations. The market niche becomes “the 

broad umbrella-that governs the total business life ”. 3 

* • ¥ 

^ ® 

PLANNING 


Management has the responsibility of developing a program or plan of 
action that is consistent with the needs of the market niche, the trends and 
conditions existing in the economic environment within which the firm 
operates, and the firm’s resources. While a firm’s total plan encompasses 
far more than merely the marketing aspects, the major strategies upon which 
the detailed plans are built are market oriented. It is not easy to categorize 
these strategies, but a useful (and generally accepted) classification includes 
four categories: the strategies of product and product line; channels of 
distribution; advertising, personal selling, and promotion; and pricing.! ' 
Each of these strategy categories is very broad; each can be divided and 
then subdivided into many parts. All are highly interdependent. The product 
strategy that a firm adopts is conditioned by and in turn influences the other 


strategies. Putting these various strategies together to obtain the optimum 
over-all “mix” is one . of management’s most difficult problems. (At any one 
time, one activity may dominate the marketing “mix”, causing other activities 
to be adjusted accordingly. At another time, this activity may be of minor 
importance.) Research and development, for example, may be most important 
at one point, but later the development of competent channels of distribution 
may become the most essential need.*The ability to adjust to changing condi¬ 
tions is necessary. “Strategy becomes embodied in company policy, and a policy 
can sometimes become a sacred cow, which succeeding managements hesitate 
to change either because of a feeling that it is difficult to argue with success 
or a belief that present trends are fads that will soon disappear ”*. 4 

Once the various strategies have been determined, planning of a different 
ype must be effected. Scheduling or programing must be carried out and 

^" 6 J 0r c °-° rdination - A marketing program is a continuous 
activity. It should specify what to do, how to do it, when to do it, and who 

IS o 0 it. It IS specific—establishing quantitative forecasts and quotas. It 
mltii? * 2 C ° nStrUCtl0n ° f 2 budget ’ or a series of budgets, in which sales, 

rEidli 6X I 6 " 565 3re SPGCified in t0tal and by ° peratin § units down 

to individual salesmen. The plan shows the role to be played by each 

located ffi nth the mark , eting de P art ment and, where applicable, activities 

brine into tho^ ° f ^ firm * The construction of a plan will often 
past § for pv ? 6n , ope f ratlonal inconsistencies that have prevailed in the 

Roal’of%i!n amP fe t0 co -° rdinate sa les and advertising or the 

gmng up certain large outlets without “upgrading”' the sales force.i 

Management Association ^n^iw 8Phllosophy as a Way of Business Life”, American 

‘ Watson 0 p p 72 § ^ N °' 195? ’ P ' 4 ' 
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A marketing plan helps co-ordinate the activities of the marketing depart¬ 
ment. It fixes responsibility and alerts executives as to what to do and when 
to do it. It does not insure against failure. Plans must be carried out by 
people who do not always perform as expected. This may be failure on the 
part of the operating individuals or failure on the part of the planners to 
forecast accurately. Conditions in the market also change, sot the plan must 
be considered a flexible instrument, to be changed as changing conditions 
require. Properly used, there is little doubt that operation according to a 
marketing plan increases the probability of achieving the marketing objectivesj 

ORGANIZING 


The previously discussed steps in the administrative process—setting the 
marketing objective and developing the marketing plan—predetermine, to a 
considerable extent, the organization system of the firm. 


The dominant values in industry have shifted from those of the manu¬ 
facturing executive to those of the marketing executive. It is the 
manufacturing executive or engineer who is concerned with the system, 
who models his organization after the machine, who gets excited about 
input, output, and feedback, who strives to eliminate human sentiments 
and values from the work and market place, who strives to develop the 
one and only system, and who places a premium on standardization. It 
is the marketing manager who looks out into the external world and views 
the changing, shifting needs of the market, the relativity of business 
objectives, the need for flexibility, the importance of constant adjust¬ 
ment, etc. These shifts in organization patterns would appear to represent 

a shift in occupational dominance and a reintegration of industry in terms 
of marketing values . 5 


Since the marketing department usually serves as the firm’s line of com¬ 
munication with the market, it is essential that the firm’s over-all organization 
provide for a communications ■ system which permits—indeed, encourages— 
the flow of relevant information from the market as well as to the market 
and helps the information flow through the marketing department to the 
various other departments and to top management. (One of the most difficult 
organizational problems is how to co-ordinate the marketing, engineering, and 
production departments. While the departmental organizational systems can 
be structured so that they are “plugged into” one another, it is not always 
possible to overcome the inevitable human weakness that people tend to 


an^nra G ' t M °° re ’ ." Ma J ket ‘ n8 Orientation and Emerging Patterns of Management 
and Organization , in Eugene J. Kelley and William Lazer (eds) ManZna 

1957) 1^248 PeCtWeS and Vlew P°'nts (Homewood, Ill.: Richard d! Irwin, Inc., 
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hear and believe only those things that they want to hear and believe ) 

freauen/’ the marl ? tln § department wants many product variations and 

q r P I 0dUCt Changes - Engineering and production tend to favor 
andardized products and infrequent changes. While this conflict is not 

^we°r) the firm' 3 " 13865 ' % ^ ba,anCC ™ y reSU,t fr ° m c °^tervailing 

anH H V h ^ ° rgamzatl0n must be such that head-on clashes are detected 
and differences reconciled quickly. La 

(The organizational system within the marketing department must 

recognize and establish the proper relationships between line and staff 

personnel, .he scope of each individual's job, the authority sy em and he 

ys em for controlling the organization over time. Such concerns as 
centralization versus decentralization; profit centers- a n P u- 

customer-, or product-centered organizational breakdowns are impoftam'"' 

ztzrztss. sy r r ':r 

inevitably affect the others Vh',' ' erre ated and chan S es ■" any one will 

Will quickly lead to organizational problems” ' ‘ markC ' " W,th "‘ ' firm 
PUTTING THE PLAN INTO ACTION 

iattmg , :;rat°;s“:„d e, ,'he ,h „ C <°‘ ^ •*»*«* "< 

these arc merely left on paper ThTofn °- aCt,Vlties ’ nothln g happens if 
action. ’ organization must put the plan into 

mu^bfrtc ,U r" CMm SUCh **“• S a '«'»e„ 

are developed in the planning ’ and paid ' Plans for these activities 

salesmen areneededto VieW ° f the objectiO*. If more 
this increase) It is i n the action' S L saIes objective, the plan will call for 

begun, actual individuals seated tf^in "’ ^ reCrUiti " 8 aCtivities are 
into the field-inspired enconrl h 8 programs put salesmen sent 

(Advertising prog,ami must also fc'actTvattVVt' ad' 7- 

often m conjunction with an - ated ‘ Th adve rtising personnel, 

menls to be used, the media in which*, ag ™ Cy ' dE,elop lhe aCtual advertis »- 

*">1 activities, such as pdn „ “p" J,, ” P ““ ' h ™' a ”“ ““ »«■« Promo- 
promotions.) P pui chase advertising materials and special 

't can work mos § t proTtaWy ^nTth!; 2 " 1 determmes lthe pro i fiCts on which 

and analysis. Physical distnhnH * , Ca , rneS ° Ut the actuaI data collection 

y 1 dlstri bution of the product must be accomplished. 
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Stocks are established and maintained at the necessary points, and orders 
are processed so that shipments arrive on time and intact. J 

CONTROLLING 

The control function consists of following up to determine that the actual 
operation is proceeding according to plan. No executive can anticipate the 
future with certainty, and thus there is the probability that events will occur 
that will necessitate changes in the plan, the organization, or even in the 
objectives. Management must keep informed on both long-range market 
trends and short-run changes in the strategies employed by competitors. In 
another sense, control deals with mistakes; it attempts to identify them, 
rectify them, and prevent them from recurring.) 

Standards are an essential part of the control operation, since^'performance 
cannot be appraised unless it is measured against some criteria. It is not 
always possible to measure the performance of parts of the marketing opera¬ 
tion, for example, the advertising function. Wherever possible, however, 
standards must be established; quotas and budgets are common types. They 
may be broken down by individual salesmen, territories, and products. 

Reports are an essential part of the control system. Common reports are 
those dealing with actual sales versus quotas, brand share within individual 
markets, consumer brand preferences, attitudes of channels toward the 
company and its personnel, and cost ratios such as sales expenses to sales. 
In many companies the marketing research department spends a large part 
of its time and budget obtaining control information. 

Another type of control that is essential is accomplished by persona) 
supervision. Reports will rarely indicate what people are thinking or what 
their attitudes are. There is no effective substitute for the chief marketing 
executive’s finding out how members of his department think or feel about a 
given situation through personal contact. Probably the most effective control 
over people is that which involves anticipating how they will react to a given 
situation. Once this is known with reasonable certainty, then management 
can adjust its decisions to utilize the typical ieactions to best advantage.) 

Control leads to reappraisal. If it did not, control would apply solely to 
the present state of affairs and would not lead to any changes. Thus 
conceived, control would be a static process. Yet the market-oriented firm 
is flexible and dynamic, responding in a positive way to the changes in the 
market place. Reappraisal must be a continuous process whereby manage¬ 
ment assesses constantly the commitments of the firm’s resources to a 
given set of strategies designed to exploit a given and definable market 
niche. The administrative process thus becomes an evolving circle in 
w r hich objectives are changed, and this, in turn, produces a need for a 
change in the firm’s marketing strategies, which in turn presents a need for 
a change in the organizational system, and so on.) 



21 Bu siness Managemen t as a Total 

System of Action and the Role 
of Marketing , 


IHOMAS A. STAUDT 

In this article the author views business as a goal-directed system in which the 

objectives determine the way in which the resources of the firm are combined in 

the form of operating systems. The underlying strategies and tactics of the firm 

must be market oriented since the market holds veto power over the efficient 
operation of the entire system. 


INTRODUCTION 


Business management in the present American economy is a highly 
complex process which cannot be characterized easily in simple terms. Stated 
as succinctly as possible, however, management involves the planning, 
organizing and controlling of a combination of “inputs” to achieve a pre § - 
determmed senes of “outputs”. This means that the administrative action 
of the firm is a goal-directed effort in which the objectives of the firm deter- 

n formal m Wh r iCh m2n ’ mateda,S ’ machines ’ and are combined 

in the form of operating systems. From a managerial point of view the firm 

engaged m integrated production (creation of utility) to serve most profit¬ 
ably an area of market opportunity. Markets are the lifeblood of the 
business: they are its principal source of revenue. It is in meeting the need 
and preferences of buyers making up the market that the firn? finds the 

rrr; fica,io \ f ” i,s Th = XT, 

presents* marketing su ^ ,ant 1' <* «■= whole business process. It properly 
to guide the act- 8 the cornerstone in a managerial philosophy with which 

as being machine tool f™’ We h3Ve ° ften heard characterized 
fabricators or w ma " ufacturers - food processors, dress makers, steel 

tions are’descdpt!Sr^i a f ir i CO b diti0 , nin8 aSSembIers ' Thes c characteriza- 

managerial orientation to P the’ firm * for , COnvey the 

employee activities Ant u ’ ^ or eac ^ em phasizes the principal 

achieving the mafo eoaf of «*** 3CtivitieS are on,y P-paratory to 
which these products are consume! Wh ‘ Ch “ pr ° fitably servin & markets in 

(Homewood, Ill ■ Richato 3nd ^ ugene J- Kelley (eds.), Managerial Marketing 
Professor of Marked ^ ^ A Staudf: 
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PROFITS REFLECT THE EFFECTIVE FUNCTIONING OF THE FIRM 
AS A WHOLE 


If the dominant goal of the enterprise is to serve profitably an area of 

market opportunity, then those assets and distinctive qualities of the firm 

which make for lasting competitive superiority must be fully capitalized. 

In carving a niche for itself in the market, each firm must employ its 

resources in such a way as to develop a total “personality” for competitive 

purposes which gives it the greatest economic power and which rivals will 

find hardest to duplicate. In this mission, all resources of the firm are 

pertinent, including its research and development talents, engineering skills, 

production efficiency and know-how, and the effectiveness of its sales 
organization. • 

When one thinks of all the factors that can make for competitive 
superiority, it becomes obvious that the operations of the firm as a whole 
must be considered as primary, rather than the functioning of any one of 
the parts. Moreover, in striving for profit maximization, management’s 
pioblem is one of effective integration and combination of all the parts of 
the enterprise. In this sense, then, it cannot be said that marketing is more 
important than any other functional part of the firm, anymore than it can 
be said that the carburetor is a more important part of a gasoline engine than 
the ignition system. The efficient functioning of the engine depends upon 
the optimum operation of each of the parts in a mutually dependent way. 
Translating this notion into management terms, we can think of the firm 
as consisting of a profit pipeline into one end of which flows a series of 
inputs ultimately being transformed into a series of outputs at the other 
end. In between, acting as successive valves or gates in the profit pipeline, 
are the principal functional phases of operations which account either directly 
or indirectly for this transformation. For profits, which are the energizing 
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MEN 
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AIL GATES MUST BE OPEN 
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FIG. 1 
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principal functional relationship^shown Tn^he “lustration ‘Tad Tth ^ 

“ : isr z z an obiectives ' a ,e "- «** 

arells C ™ideL'e m d P °bv a fc [“T”' ^ °‘ ^ riS “ rch Md d 'v a '»P™"t 

proportion their ** "*?« l " at • ««* 

from scientific research " £> ‘. Pl0 ^ uct displacement resulting 

sir r,et 2 . “ 

tobeT4 ^ Lff„:"f r T ind “ S,ry ' th ™ i! Relieved 

SI tSZ7 for , rcscarch and 

^ssrrv ,he indus,r> '«^zzzi a „ s o“r„Tv:’ y in ,he 

sales dollar. For exalteT1u' ‘ '“l 8 ' perp « a 8= « a Ph 

60 per cent ol the total produced ™n 1953 matena,s account for about 
■he neighborhood of S 15 million ,„H I ° nc papcr ' 11 had sales in 

of $ 600,000. In that year how; f h ° m ° pera,ions <“« 

rerials in valuation by o.ei half I mil' ““a 1,"™ e down “• 
above the break-even point f„, , he bJl as ° tha «™ ba "dy 

«.ns « , s S ‘SSS - S’ ” H 88 '""'' a ” d '" daS, ' ial re,a ' 

of r r fi “ - f a i cs 

of its people and their effective ’utilirnf ' Vs" 1, depends “P°" the quality 
widespread management interest ' „ , Ind,cdt,v <r °« «>is is the current 

provide able administrators to kee^JceZT- f Vd ° pment programs, to 
tralization, and provide a continmf * nc * ustna I growth and decen- 

In the industrial relations area omVd^h ° f l ° P mana § ement personnel. 
1955 strike. Millions of dollars in n rl ^ ^ l ° Westin g hou se of its 
shut-down and more millions indirertl °k S f ] ° St directly thr ough the 
all position in the market. To estimat Y , U C ° Uld reca P ture Us over- 

3 strike is almost impossible. C accurateIy the tot al real cost of such 

Capital budgeting and financTal Controls f nanC ‘ aI mana gement is obvious, 
operations in any soundly managed T 3 n ° rmal part ° f day - to - da y 

rate of industrial expansion in nter P nse - Moreover, with the current 

expansion, long-range financial planning is increasingly 
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essential if growth opportunities are not to be lost. It has been said that the 
end result sought for any business is financial, and all other activities are 
merely a means to the end. While such a position overstates the case and is 
oversimplified, none would deny the key influence to business welfare of 
good financial planning and control. 

Production for many enterprises accounts for the bulk of personnel and 
the major expenditure of funds. In some industries, such as the manufac¬ 
turing of fractional horsepower electric motors, the ability to match com¬ 
petitors costs in automated line production is a prerequisite to any serious 
competition at all. That production is closely interdependent with market¬ 
ing should also be noted at this point. Actually, one finds its meaning in 
the other. The major dichotomy between the two so often found in industry 
is neither sound nor practical, but this viewpoint will be expanded later on. 

The above examples and comments are intended to show that the 
operations of the firm as a whole must be considered as primary rather than 
any of its operational parts. The chief executive officer of the company 
cannot become preoccupied with the overriding importance of any one 
functional area as compared with another. While some companies are 
primarily oriented in one particular way—such as soap companies being 
primarily merchandising organizations and scientific instrument companies 
being oriented to technical research and engineering—the point still 
holds: the operations of the firm should be looked at as a total system of 
action. Consequently, the gasoline engine analogy holds and in this sense 
marketing is no more important than any other principal functional phase 
of company operations. But there is one overriding and all-powerful con¬ 
sideration with respect to the forces of the market place which provides the 
focus for management strategy. 


MARKET VETO POWER AND MANAGEMENT STRATEGY 

While all individual actions taken in the functional areas can be con¬ 
sidered as within management discretion, it is the market which sanctions 
all the preceding steps prior to the making of a sale. This is to say that the 
market holds at least veto power over the entire system. What is done in 
research and development, production design, production scheduling, quality 
control, inventory control and the like must ultimately meet the test of 
the market place—do buyers give their approval through allocating their 
own resources for the purchase of the product in sufficient quantities and at 
adequate prices? Since this veto power exists and since the firm is organized 
or the purpose of profitably serving market opportunity it follows that the 
strategy and tactics of the firm should be market oriented. 

It is true that value added by manufacturing and distribution flows toward 
the market place rather than from it. However, just because succeeding 
steps in a system designed to move products from raw materials into 
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finished form in the hands of ultimate buyers flows in this direction is no 
justification for planning and strategy to flow in the same direction As 
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tion should be focused on market requirements. It is basically less 
time consuming, and more profitable, for a management to adjust its offering 
to the market environment, rather than to try to change the market 
environment to be responsive to what management prefers to supply. The 
old adage “You can have any color you want so long as it is black” may 
represent a happy state of affairs for a production executive, but it is out 
of date as a sound business philosophy as the Model T. Ford to which it 
was applied. 

WHAT IS MARKETING? 

^ The definition of marketing has been avoided deliberately up to this point 
because of the necessity for placing the role and function of market¬ 
ing in the perspective of a total system of action carried on within the 
firm./The Committee on Definitions of the American Marketing Associa¬ 
tion defines marketing as “those activities which direct the flow of goods 
and services from production to consumption”. This definition, although 
widely accepted, places emphasis on the economic role of marketing and 
does not clearly portray the scope of executive responsibilities for marketing. 
From a managerial viewpoint, two specific notes of caution are urged 
in using the definition. First, those charged with marketing responsibili¬ 
ties within the firm dare not think of their job as starting with goods on 
the shipping platform. Secondly, and at the other end of the spectrum of 
responsibilities, executives cannot consider their job as finished when the 
cash register rings at the retail level or point of ultimate sale. Effective 
and creative marketing encompasses a broader area of activities at either 
end of the scale. " 

On the basis of the above discussion, the following conclusions may be 
drawn: 

1. Any business firm is engaged in integrated production (creation of 
utility) to serve most profitably market opportunity. 

2. The functioning of the firm within the concept of a total system of 
action must be considered as primary, rather than the specific function¬ 
ing of any one of the parts. 

3. Marketing has priority of emphasis within the firm only by virtue of 
the fact that the market holds veto powder over all the other activities 
carried on within the system. 

4. The underlying strategy and tactics of the firm as a whole should be 
market oriented. Activities carried on within the system as a whole 
should constitute “goal-directed effort”. 

5. The objective for marketing, and indirectly for the firm as a whole, 
is thus one of achieving maximum impact at the point of ultimate sale 
to precipitate purchase action, within the boundary condition of an 
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optimum cost and revenue relationship—which means matching total 
effort with market opportunity. 

6. A tremendous premium is placed on accurately defining market require- 
ments and understanding purchase behavior; 

7. Cost centers over the system as a whole should be combined in an 
optimum way within the focus of market targets. 

8. In its total mission, and particularly for purposes of reaching its longer 

erm objectives, management should capitalize those qualities and 

resources vvithin the firm, which give it a total personality that in some 

way oi other makes for competitive superiority and lasting distinc- 
tiveness. 

V 
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What is the Marketing Manage¬ 
ment Concept ? w 


J. B. McKitterick 

The marketing concept as a new yet old management philosophy is currently 
receiving widespread attention from business executives. Why it has evolved to 
its present state of importance and the problems inherent in its implementation are 

the subjects of this article. 


Anyone who gets a new idea bearing on business philosophy and who 
then takes the trouble to scan corresponding utterances of preceding genera¬ 
tions will return to this thought with increased awareness of its ap¬ 
parent lack of originality. In an attempt to locate the historic significance 
of this marketing concept that we are going to discuss today, I started 
reading the 1930 and 1940 issues of the Journal of Marketing and the 
Harvard Business Review. To my surprise, I found that many of the view¬ 
points expressed and the stances advocated on business philosophy bear 
striking resemblance to current writings. Indeed, what really seems to have 
changed are the phenomena—the goings on—that the authors cite to validate 
the importance and rationale of their message. So we have here a not 
unfamiliar problem in the social sciences; namely that words change their 
meaning much more slowly than the things to which they refer. This is 
particularly true of concepts such as profit, overhead, productivity and mar¬ 
keting orientation—which deal not so much with things that happen as with 
ways of thinking about them. 

In order to map changing meanings, it frequently is helpful to super¬ 
impose on a history of thought some crude scheme of classification which 
takes its definitions from the present. If we do this in the case of the mar¬ 
keting concept, we will notice that over the last thirty years the pre-occupa¬ 
tion of businessmen with the customer increasingly has been formulated in 
terms of an end rather than in terms of a means. Correspondingly, the con¬ 
ception of profit as the end objective in business seems to have declined, 
with a tendency to view it more as a basic condition that must be satisfied. 
To be sure, thirty years ago businessmen admonished each other to keep 
the customer’s interests in mind, but they usually connected this focus merely 
with their own need to adjust prices and volume of production to what the 
market would accept. Indeed, if we read between the lines, we find that 

source : From Frank M. Bass (ed.). The Frontiers of Marketing Thought and 
Science (Chicago, American Marketing Association, 1957), pp. 71-82. J. B. McKit¬ 
terick : Manager, Marketing Services Research Service, General Electric Company. 
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the customer used to be the chap that you sent the bill to—frequently a 
distributor, agent or dealer, but very rarely the actual end user. And sales 
tactics were conceived in terms of exploiting some scheme that would permit 
dealing with these trade institutions on a semi-exclusive basis. There was 
almost no mention of the idea that the manufacturer should focus his atten¬ 
tion on the end user, and base his competitive footing on some superiority 
of value that matched with the needs of a particular group of these users. 
And it was obvious that few manufacturers felt that they had ability to look 
at the trade structure as a group of institutions for hire, to be selected and 
employed to perform specific functions that this end user needed. On the 
contrary, the trade structure was regarded as an impenetrable barrier- 
it was the market, and this fellow we have been calling the end user was 
the exclusive problem of the dealer, and no concern of the manufacturer. 

Occasionally someone like Oswald Knauth, who has always been a bit 
ahead of his time, would remind the manufacturer that packaging and 
product styling had better be customer oriented. But by comparison to 
these occasional warnings to the man at the helm to keep his eye on what 
the customer was doing, there were urgent exhortations to the man in 
the engine room to get more output with less input. Indeed, the problem 
o winning out over competition seemed to be conceived essentially in terms 
subtracting from the costs of production, and delivering an equivalent 
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To sum it up, the business ideology of producing the same product for 
less cost scarcely turned out to be an adequate driving force for economic 
growth. While a great deal of criticism was directed at the imperfections 
of markets organized around administered prices, subsequent events suggest 
that the real trouble was that most consumers had inadequate income 
and inadequate reason to buy. In short, productivity gains unevenly 
accompanied by innovation of new products and broad distribution of pur¬ 
chasing power resulted in a condition of chronic under-consumption. 

Starting around 1940, the threat of war and the sponsorship of govern¬ 
ment combined to introduce a basic transformation in the business process 
which has had far reaching consequences. In a nutshell, business dis¬ 
covered research. On the eve of this revolution the total research outlay 
of businessmen stood at perhaps 100 million dollars. Today, these outlays 
are somewhere around four billions, and for the first time over 50% of 
all the research done in this country is being paid for by industry out of 
its own pocket. If we throw in the defense effort which the government 
pays for, the total research outlay rises to about 1\ billions. However, our 
interest here is not so much in the growth of this new industry or the sheer 
size of its burden, which seems likely to surpass the total cost of all 
advertising; rather we are concerned to learn what research did to the 
growth of the economy and to the problems of designing and managing 
an enterprise. 

Where the pre-1940 period was preoccupied with trying to make the 
same product cheaper, the postwar period saw a new dimension added 
to competition, in which the focus was to try and make the old product 
better, or even more bold, to try and launch a new product. And as the 
research-equipped manufacturer looked around for applications for his 
new-found creative power, he frequently discovered them in markets that 
he heretofore had not entered. The petroleum refinery began to turn out 
chemicals; the rubber plant, plastics; new alloys challenged older metals; 
electronics cast its shadows over hydraulics; and soon, everyone’s research 
and competitive endeavor was attacking someone else’s status quo. Estab¬ 
lished concepts of industry alignment began to obliterate, schemes nar¬ 
rowly conceived to defend market position in terms of price advantage 
proved inadequate; and managements began to contend with problems 
of uncertainty that had multiple dimensions. A labor plentiful economy 
overnight became a labor short economy, and even though the number of 
employee and production workers has grown 50% since 1940, and their 
productivity probably another 50%, still the demand for their services 
has grown even faster, and wages have gone up some 70% in constant 
dollars. So here we had a reversal of the conditions of the preceding 20 
years; worker income rose more rapidly than productivity, competition 
was focused on using research to obsolete old ways of doing things, a flood 
of new products poured forth to meet the rising discretionary spending 
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power, and we became so impressed with the results of focusing on what 
would be better for the customer rather than merely cheaper that we 
invented a now familiar phrase—“the marketing concept"—to describe 
this triumph of innovation over productive capacity. 

If we look back on these basic changes in the economy, we find clues 
to many of the problems which have concerned management science over 
the last ten years. I refer especially to the constant search for means of 
planning and control that can contend with these rapidly changing market¬ 
ing conditions. For example, many businessman have complained that the 
problem of predicting the customer’s behavior has been greatly complicated 
both by his rapidly rising discretionary income and by his growing control 
over the use of leisure time. Mink coats and motor cars, buying things 
and buying experiences all have begun to interact, and the passing fad and 
the more slowly changing style of life of which it is a part have 
become very difficult to diagnose and distinguish. And as we already have 
noted, the industrial customer with his multiple raw material and pro¬ 
cess alternatives, and his possibilities of sub-contracting entire operations, 

^ . • ging functions and 

market alignments, presents an equally fickle target for prediction. 

At the same time both the need for and difficulty of business planning 
have been heightened by technological trends in the production and dis¬ 
tribution process. The long term commitments required by automated 
plants, guaranteed wages, basic research, and multi-million dollar na¬ 
tional promotions imply not only irreversible decisions, but also greater 
lead time, because the assumptions in planning have to hold good over 
a longer and longer period as the separation between decision and im¬ 
plementation grows apace. The annual budget in many companies has 
been supplemented with the five year and even the twenty year plan 
The very considerable risks entailed in these large resource commitments,' 
combined with the increasing hazards posed by the caprice of the cus- 
tomer and the research efforts of an undefined arena of prospective 
ompetitors, have resulted in a powerful urge for diversification. Few 
usinesses today seem to be able to undertake the risk of staving in a 
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advertising manager, the distribution planning manager, the market research 
director, and the whole team is duplicated anew as further lines are added. 
Many decisions become difficult to deal with in such a structure because they 
straddle the responsibilities of individuals. And when it comes to prepare 
purposive plans, the business is troubled by its inability to bring its own 
identity into view—to see entirely its unique resources, skills and commit¬ 
ments, and the whole market environment of which they are a part. 

Finally, in analyzing this planning problem and its bearing on the marketing 
concept, something probably should be said about the decline of the owner- 
manager. The great size of modern enterprise, the progressive tax structures, 
and the new-found affluence of even the most lowly worker all have combined 
to lessen the inclination and ability of individuals to undertake an entrepre¬ 
neurial role in many markets. Fortunately, the very economic growth which 
rules out individual enterprise in one area opens up an opportunity for it 
somewhere else—as in the service industries. But it is my impression that the 
passing of the entrepreneur, where it has occurred, has removed an important 
element in the planning process, because he supplied the reason for planning 
in the sense that he specified the objectives to be attained. Indeed, this 
entrepreneur made planning easy—if at the same time fickle—by telling 
people what he wanted to accomplish, and the whole matter was scarcely 
less personal or more complicated than his choice of a necktie for the dav. 
In the modern corporation we have replaced the owmer-manager with a hired 
management accountable in concept to a diffuse and rapidly changing body 
of shareholders, but actually in performance quite sensitive to the appraisal 
of multiple audiences among customers, suppliers, labor, financial institutions, 
government and the public at large. By degrees, therefore, the decline of 
perfect competition and the decline of the entrepreneur with his simple 
conception of objectives are not unrelated events. Today’s complex markets 
with many dimensions of competition have been accompanied by a corres¬ 
ponding multiplication of the values to be reconciled in the policies of modern 
enterprises. 

So to summarize, business management has very difficult planning decisions 
to make, requiring that it foresee and analyze many alternate developments 
relating to its customers, competitors, and its own resources, and manage¬ 
ment must get these decisions made by people who are organized in an 
enormously complex structure, in which they are aware of the interrelation¬ 
ships of their part and the business, but unable to adequately see the whole 
business and its environment, and the ends to be served by all these forecasts 
and decisions are becoming increasingly diffuse and uncertain. It is in this 
sort of setting that the marketing concept wa3 born, and it is my belief, after 
re ectmg both on the background of the movement and the many statements 
of the case which businessmen have set forth, that what this really represents 
is a search for a management philosophy—a primacy of decision values—that 
can restore order and manageability out of what threatens to seem like chaos. 



WHAT IS THE MARKETING MANAGEMENT CONCEPT? 


21 


Indeed, at the risk of introducing controversy, I would speculate that looking 
back on this development twenty years hence, the marketing concept belatedly 
will be recognized as an appropriate voicing of the basic purpose of corporate 
institutions grown too large to be adequately guided by the profit interests 
of a single compact group of owners. Certainly, anyone who carefully sub¬ 
tracts out of the total expenses of a modern business all of the sums expended 
on preparation for the future—ranging from research and advertising to new' 
plant and training of personnel—is bound to discover that profit is a feeble 
measure of the current day’s battle with competition, and is certainly 
meaningless if not considered with reference to accompanying changes in 
market position. With many companies today operating in conditions of 
oligopoly, it is small wonder the enlargement of the market and competitive 
share held in that market have become matters of management concern at 
least equal if not prerequisite to profit. 

Now I want to turn from the general economic conditions and management 
problems which accompanied the emergency of the marketing concept to a 
discussion of its implications for business practices. Necessarily, this will be 
a highly personal statement because it is next to impossible to synthesize 
into a single theme what others have already set forth on this subject. It does 
seem to me, however, that the real distinction of the marketing concept which 
leads to the conclusion “this company has it” or "this one doesn't”, is not 
so much a matter of organization structure or day-to-dav tactics as it is a 
matter of what the management is trying to accomplish. 

A moment ago I referred to the shifting focus of objectives that has 

characterized the evolution of modern business enterprise—first, from a focus 

on profit for the owner to a striving for market position and success against 

competition, and most recently to a focus on growth in which there is a 

continuing planned effort to enlarge the size of the market. It seems to me 

that the crux of the marketing concept is expressed in the latter not by 

depriving its historic competitors of the market position which they already 

have captured, but by the application of research and insight to the task of 

creating new markets—indeed, new businesses—then we know that we are 

dealing with a management that has fully embraced the marketing concept. 

To be sure, as already has been brought out rather fully, any such endeavor 

is not without its economic repercussions in other markets and industries, 

ut the very extent of these effects, reaching as they do to far and foreign 

places, confirms that something more than a minor improvement in the lot 

of the customer must have occurred. So to say it precisely, a company 

committed to the marketing concept focuses its major innovative effort on 

en arging the size of the market in which it participates by introducing new 

generic products and services, by promoting new applications for existing 

products, and by seeking out new classes of customers who heretofore have 
not used the existing products. 

In all cases the word “new” means more than just new to the company in 
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question. It means “new", period. This is a somewhat more rigorous defini¬ 
tion than to merely say that the business must constantly think of the 
customers’ best interests or put supremacy in marketing functions foremost. 
And 1 might add that the rigor is deliberate, because only thinking of the 
customer and mere technical proficiency in marketing both turn out to be 
inferior hands when played against the company that couples its thoughts with 
action and actually comes to market with a successful innovation. To be 
sure, the business that seeks to apply its research and mass production and 
national promotion prowess to such ambitious notions as doing really new 
things is going to have to be knowledgeably benign with respect to the custo¬ 
mer, and it certainly will reduce its risks to the degree that it is experienced 
and skillful in its marketing organization. But if the product and the service 
and the way they are sold are fundamentally in the customer’s best interests, a 
great deal of amateurism in marketing tactics can be tolerated without serious 
consequences. Turning the issue around, if business enterprises are to com¬ 
pete successfully in the quicksilver of modern markets, something more than 
sophistication in means of doing marketing work is going to be required. 
Indeed, to plan at all, and think adequately of what competition might do 
and its possible effects before committing multi-million dollar resources, 
requires knowledge of the customer which penetrates to the level of theory. 
So the principal task of the marketing function in. a management concept is 
not so much to be skillful in making the customer do what suits the interests 
of the business as to be skillful in conceiving and then making the business do 
what suits the interests of the customer. As Frank Knight observed some 
years ago, in conditions of real uncertainty, the outcome of a venture will 
be controlled much more by the entrepreneurial decision on what major course 
of action to undertake than by expert practice in implementation. 1 Thus, 
the central meaning of the marketing concept to the decision structure of a 
business is that the major purpose of the venture is taken from the need to 
solve some problem in the outer environment—some betterment for the 
customer—and all subsidiary decisions dealing with the acquisition and 
allocation of resources within the business are bent to that objective. In this 
light, certain tests can be applied to our daily business practices which sharpen 
the distinction between the marketing concept and the mere awareness in 
management that superiority in the marketing function is beginning to be 
of greater strategic importance than superiority in the production function. 

For example, we might ask, is the service of customers or defense against 
competition the main focus of the creative search for better courses of action? 
Is the business in the habit of undertaking tactics which pay their way in 
added sales volume, but which in prompt imitation by competition fail to add 
to profit? If so, is the overall marketing effort really adding consumable 


1 Frank H. Knight, Risk, Uncertainty, and Profit (Boston- 
Company, 1921). 
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value for the customer, or only adding cost—as for instance, advertising 
expenditures which seek to make like products seem unlike, and product 
redesign which attempts to produce obsolescence without adding to the 
functions performed by the product? Is the business constantly exhausting 
itself, trying to hold back changes introduced by its competitors—as when it 
refuses to recognize a new product technology, a new service, or a new sales 
channel which the customer seems to prefer? Is foolish pride—as the song¬ 
writer puts it—causing the management to reject the verdict of the market¬ 
place? Is the business trying to be all things to all customers when their 
requirements and interests in the product are so fragmenting that some 
forfeiture of clientele and specialization of customer alignment obviously are 
needed? Is what the business considers a good salesman essentially a 
customer oriented man or is he a loyal “company” man, intent on making the 
customer understand his employer’s policies? And finally, is the business 
using its resources and ability to innovate on tasks that smaller competitors 
with less overhead can handle better, or is it taxing its capacities to the 
fullest in undertakings that really challenge it? 

These are fairly direct questions, but the answers turn on rather subtle 
differences in the marketing posture of a company. By and large, it is my 
observation that concerns which are in an active growth phase will pass this 
sort of test; those that have slow'ed down and see themselves as digging in 
for a defense against younger, more vigorous competitors in time will fail the 
test. Certainly, anyone who examines the turnover in rankings of the hundred 
largest corpoiations, or the turnover in the leadership position in even the 
smallest markets, cannot fail to see that the graveyards of business are full 
of those who conceived their obligations to the customer too narrowly. 

Now, one might ask, how can the active growth phase of a company be 
infinitely prolonged? In the end, will not the constant adding of'new 
products, new applications and new users lead to a loss of identity and a 
nomad-like wandering over the entire market terrain? And how does a com¬ 
pany so oriented—or disoriented—respond to the attack of competition? 

ust every action pass the test of what is truly in the customer’s interests? 
To be sure, these are important questions. But much of the difficulty is 
removed if we remember that it often is in the interests of both the customer 
and the company that it abandon a market, that it forego an existing product 
fine and forfeit some present clientele to competition. 

Where two groups of product users have different requirements in either 
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designed product, then the profit position of the company that is straddling 
the issue is likely to become quite untenable. In the same way, a company 
may choose to deal with two unrelated markets in a manner that is dictated 
by the desire to apply some common technology or shared resource of produc¬ 
tion or distribution. The endeavor in each market being limited by the 
requirements of the opposite market, this company, too, is vulnerable to a 
competitor that specializes in only one of these undertakings. So I submit, 
it is no prescription of dogma but the hard facts of competition that argue 
for coupling a program of innovation and growth with a sharp pruning knife 
to cut out the commitments that threaten to compromise the marketing 
concept. If we all freely admitted our mistakes and were prompt in forfeiting 
a losing battle to competition, a great deal of pointless advertising could 
be turned into profit, and a substantial improvement could be worked in 
sales to other markets where efforts have been less than customer oriented 


due to the conflicts that have been baked in. Indeed, it is precisely because 
of this constant need for pruning that companies which were guided by 
pre-war notions of production efficiency, and which grew along lines of 
by-product diversification and vertical integration are in the gravest sort 
of difficulty today. Hence the most cogent argument for designing an 
industrial enterprise from the customer backward into the factory, rather 
than from the production process forward, so to speak, is that the success 
of the venture is becoming much less dependent on its production efficiency 
and much more dependent on its flexibility in adjusting to the risks posed 
by the changing requirements of its customers. 


In closing now I want to briefly refer to the implications of this marketing 
concept to the society at large. Recently several provocative viewpoints 
have been set forth on the threat of under-consumption in our economy. 
David Riesman has raised the question as to whether business enthusiasm 
or the defense effort is entirely explained by patriotic and profit considera¬ 
tions. Melman in his recent book has theorized that a substantial part of 
the productive output of our economy is burned up in the form of adminis¬ 
trative overhead-useless labor that we enjoy doing-but which does not 
lead to further gains in productivity. 2 Several recent books have looked 
askance at trends in advertising which attempt to subversively guide buying 
behavior. All in all, there is considerable evidence of a somewhat latent 
but chronic concern among businessmen with the possibility that we are 
able to produce more than people will consume. Hence, perhaps we do 

Creation of , markets ^ the government as a source of stability, 

funrtfnn ^ a st y !e of management and distribution 

int P r t ! h tl 15 SOrt 0f subconsci °usly Wasteful and antithetical to the 
interests of the consumer. There are two reasons why even in the presence 


2 Seymour Melman, Dynamic Factors 
Wiley & Sons, Inc., 1956). 
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of scant evidence such trends deserve sober consideration. 

In the first place, if, as we all pray, this armed preparedness leads to 
peace rather than to war, then we will be thrown into an economic contest 
with Russia in which their political system, through lower labor costs and 
near equal technology, will battle for our foreign markets. If it turns out 
that we have built a style of competition and type of business venture in 
this country that burdens our native genius for manufacturing efficiency 
with a staggering load of nonproductive overhead and distribution costs, 
we then may find ourselves a country-island of democracy in a sea of 
communism. More hopefully, if we conceive of marketing as the work of 
finding out what the customer would consider a better product and a better 
way to sell it, and use motivation and all these other new research and 
communication techniques to help the customer to advise the business on such 
questions, and if we then apply all of our war-born technology to problems 
of human betterment, guiding the effort with i marketing concept that insists 
upon constant innovation—then the heat of competition in our economy 
will be made to yield up consumable value and real economic growth, and 
our concern with under-consumption and fear for the outcome of a contest 
with a state-directed economic system will be pointless in the extreme. 

In the second place, there has been a long continuing harangue in 
Washington over the state of competition in American markets. Administered 
prices and conditions of oligopoly are deplored as a counterfeit type of 
competition which resists true economic progress. Ironically, the very same 
postwar period that heightened these concerns has witnessed the develop¬ 
ment of an intensive form of competition that has ranged far and wide across 
the traditional market and industry boundaries. As I see it, the greatest 
asset of our present industrial structure is that the declining number of 
companies in each market has been accompanied by an increasing number of 
markets for each company, so that today, more than ever before, hundreds 
of American businesses are sufficiently diversified to undertake the great 
risks of real innovation. In the final analysis, it is the basic purpose of the 
marketing concept to exploit this risk-taking and product developing capacity, 
reckoning with all the uncertainties and making a positive virtue out of an 
economic system that offers the customer a choice, and at that, a choice 
that is not confined to price alone, but one that explores the full dimensions 
of the consumption experience. 



41 Marketing and Economic 
Development 

Peter F. Drucker 

Marketing is generally the most neglected area in the economic life of developing 
countries. It is manufacturing or construction which occupies the greatest attention 
in these economies. 

Yet marketing holds a key position in these countries. Its effectiveness as an engine 
of economic development with special emphasis on its ability to develop rapidly 
much needed entrepreneurial and managerial skills needs hardly any elaboration. 
Because it provides a systematic discipline in a vital area of economic activity it 
fills one of the greatest needs of a developing economy. 


MARKETING AS A BUSINESS DISCIPLINE 

The distinguished pimtCef oF^rnar^etingT whose memory we honor today, 

was largely instrumental in developing marketing as a systematic business 
discipline: 

In teaching us how to go about, in an orderly, purposeful and planned 
way to find and create customers; 

To identify and define markets; to create new ones and promote them; 
To integrate customers’ needs, wants, and preferences, and the intel¬ 
lectual and creative capacity and skills of an industrial society, towards the 

design of new and better products and of new distributive concepts and 
processes. 

On this contribution and similar ones of other Founding Fathers of 

marketing during the last half century rests the rapid emergence of marketing 

as perhaps the most advanced, certainly the most “scientific” of all functional 
business disciplines. 

Cl ? arles CooMge Parlin also contributed as a Founding Father toward 
the development of marketing as a social discipline . He helped give us the 
awareness, the concepts, and the tools that make us understand marketing 

■L a JZ amC , P ?T ° f SOdety thr ° Ugl > Which business enterprise is 
egrat ed productively with society’s purposes and human values. It is in 

valuefnL? W a " Unberstand k - th *t we satisfy individual and social 
fostering innnvat' W3ntS 6 tbrou § h producing goods, supplying services, 
o unde 8 rs and S 2 °> T** Satisfaction ‘ Marketi "§> - we have come 

king decisions within a social structure and within a personal and social 
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value system. Marketing is thus the process through which economy is 
integrated into society to serve human needs. 

I am not competent to speak about marketing in the first sense, market¬ 
ing as a functional discipline of business. I am indeed greatly concerned 
with marketing in this meaning. One could not be concerned, as I am, with 
the basic institutions of industrial society in general and with the management 
of business enterprise in particular, without a deep and direct concern with 
marketing. But in this field I am a consumer of marketing alone—albeit 
a heavy one. I am not capable of making a contribution. I would indeed 
be able to talk about the wants and needs I have which I, as a consumer of 
marketing, hope that you, the men of marketing, will soon supply: a theory 
of pricing, for instance, that can serve, as true theories should, as the founda¬ 
tion for actual pricing decisions and for an understanding of price behavior; 
or a consumer-focused concept and theory of competition. But I could not 
produce any of these “new products” of marketing which we want. I cannot 

contribute myself. To use marketing language, I am not even “effective 
demand,” in these fields as yet. 


THE ROLE OF MARKETING 

1 sha11 toaay in my remarks confine myself to the second meaning in which 
marketing has become a discipline: The role of marketing in economy 
and society. And I shall single out as my focus the role of marketing in the 
economic development, especially of under-developed “growth” countries 
My thesis is very briefly as follows. Marketing occupies a critical ’ role 
in respect to the development of such “growth” areas. Indeed marketing is 
the most important “multiplier” of such development. It is in itself in every 
one of these areas the least developed, the most backward part of the 
economic system. Its development, above all others, makes possible econo¬ 
mic integration and the fullest utilization of whatever assets and productive 
capacity an economy already possesses. It mobilizes latent economic energy 
It contributes to the greatest needs: that for the rapid development of 
entrepreneurs and managers, and at the same time it may be the easiest area 

W0Fk t0 86t g0in§ / The reason is that - thanks to men like 

learn, hi C °°' ldg ^ Parhn ’ 11 1S the most systematized and, therefore, the most 

and the most teachable of all areas of business management and 


INTERNATIONAL AND INTERRACIAL INEQUALITY 

Lookmg"at this world of ours, we see somTi^^u^ 

or t e rst time in man’s history the whole world is united and unified. 

J ! f ,T y SGena a stran & e statement in view of the conflicts and threats of 
uicidal wars that scream at us from every headline. But cinflict has always 
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been with us. What is new is that today all of mankind shares the same 
vision, the same objective, the same goal, the same hope, and believes in 
the same tools. This vision might, in gross over-simplification, be called 
“industrialization”. 

It is the belief that it is possible for man to improve his economic lot 
through systematic, purposeful, and directed effort—individually as well as 
for an entire society. It is the belief that we have the tools at our disposal 
the technological, the conceptual, and the social tools—to enable man to 
raise himself, through his own efforts, at least to a level that we in this 
country would consider poverty, but which for most of our world would be 
almost unbelievable luxury. 

And this is an irreversible new fact. It has been made so by these true 
agents of revolution in our times: the new tools of communication—the 
dirt road, the truck, and the radio, which have penetrated even the furthest, 
most isolated and most primitive community. 

This is new, and cannot be emphasized too much and too often. It is 
both a tremendous vision and a tremendous danger in that catastrophe 
must result if it cannot be satisfied, at least to a modest degree. 

But at the same time we have a new, unprecedented danger, that of 
international and interracial inequality. We on the North American 
continent are a mere tenth of the world population, including our Canadian 
friends and neighbors. But we have at least 75 per cent of the world 
income. And the 75 per cent of the world population whose income is 
below $ 100 per capita a year receive together perhaps no more than 10 per 
cent of the world’s income. This is inequality of income, as great as 
anything the world has ever seen. It is accompanied by very high equality 
of income in the developed countries, especially in our where we are in the 
process of proving that an industrial society does not have to live in 
extreme tension between the few very rich and the many very poor as lived 
all earlier societies of man. But what used to be national inequality and 
economic tension is now rapidly becoming international (and unfortunately 
also interracial) inequality and tension. 

This is also brand new. In the past there were tremendous differences 

between societies and cultures*, in their beliefs, their concepts, their ways 

of life, and their knowledge. The Frankish knight who went on 

Crusade was an ignorant and illiterate boor, according to the standards 

of the polished courtiers of Constantinople or of his Moslem enemies. 

But economically his society and this were exactly alike. They had the 

same sources of income, the same productivity of labor, the same forms 

and channels of investment, the same economic institutions, and the 

same distribution of income and wealth. Economically the Frankish 

knight, however much a barbarian he appeared, was at home in the 

societies of the East; and so was his serf. Both fitted in immediately and 
without any difficulty. 
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And this has been the case of all societies that went above the level 
of purely primitive tribe. 

The inequality in our world today, however, between nations and races, 
is therefore a new—and a tremendously dangerous—phenomenon. 

What we are engaged in today is essentially a race between the promise 
of economic development and the threat of international world-wide class 
war. The economic development is the opportunity of this age. The class 
war is the danger. Both are new. Both are indeed so new that most 
of us do not even see them as yet. But they are the essential economic 
realities of this industrial age of ours. And whether we shall realize the 
opportunity or succumb to danger will largely decide not only the economic 
future of this world—it may largely decide its spiritual, its intellectual, 
its political, and its social future. 


SI GNIFICANCE OF MAR KF,TING. 

Marketing is central in this new situation. For marketing is one of our 
most potent levers to convert the danger into the opportunity. 

To understand this we must ask: What do we mean by “under¬ 
developed”? 

The first answer is, of course, that we mean areas of very low income. 
But income is, after all, a result. It is a result first of extreme agricultural 
over-population in which the great bulk of the people have to find a living 
on the land which, as a result, cannot even produce enough food to feed 
them, let alone produce a surplus. It is certainly a result of low produc¬ 
tivity. And both, in a vicious circle, mean that there is not enough capital 
for investment, and very low productivity of what is being invested— 

owing largely to misdirection of investment into unessential and unproduc¬ 
tive channels. 

All this we know today and understand. Indeed we have learned during 
the last few years a very great deal both about the structure of an under¬ 
developed economy and about the theory and dynamics of economic develop¬ 
ment. ' 

What we tend to forget, however, is that the essential aspect of an “under¬ 
developed” economy and the factor the absence of which keeps it “under- 
ceveloped,” iS the inability to organize economic efforts and energies, to 
onng together resources, wants, and capacities, and so to convert a self- 
imi ing static system into creative, self-generating organic growth. 

And this is where marketing comes in. 


Lack of Development in “Under-developed” Countries 
m J First, in every under-developed ’ country I know of, marketing is the 

be 1 f r Ped ~° r the le3St devel °P ed -part of the economy, if only 
ecause of the strong, pervasive prejudice against the “middleman”. 
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As a result, there countries are stunted by inability to make effective use 

of the little they have. Marketing might by itself go far toward changing 

the entire economic tone of the existing system—without any change in 

methods of production, distribution of population, or of income. 

It would make the producers capable of producing marketable products by 

providing them with standards, with quality demands, and with specifications 

for their product. It would make the product capable of being brought to 

markets instead of perishing on the way. And it would make the consumer 

capable of discrimination, that is, of obtaining the greatest value for his very 
limited purchasing power. 

In every one of these countries, marketing profits are characteristically 
low. Indeed the people engaged in marketing barely eke out a subsistence 
living. And mark-ups” are minute by our standards. But marketing costs 
are outrageously high. The waste in distribution and marketing, if only 
from spoilage or from the accumulation of unsalable inventories that clog 

the shelves for years, has to be seen to be believed. And marketing service 
is by and! large all but non-existent. 

What is needed in any “growth” country to make economic development 
rea istic, and at the same time produce a vivid demonstration of what econo¬ 
mic development can produce, is a marketing system: 

— A system of physical distribution; 

— A financial system to make possible the distribution of goods; and 

inally actual marketing, that is, an actual system of integrating wants, 

needs, and purchasing power of the consumer with capacity and resources 
of production. 


with th ne£ f d If ! arg fy (i masked toda y because marketing is so often confused 
h the traditional trader and merchant” of which every one of these 

contrihnti T"! ^ “° Ugh - 11 W ° uld be 0ne of our most important 

contributions to the development of “under-developed” countries to get 
across the fact that marketing is something quite different. 

It would be basic to get across the triple function of marketing: 

~ ? 6 “ n ° f cry flbz in g and directing demand for maximum produc- 
tive effectiveness and efficiency; 

~ s T umer fU s a C tt°f^f 0f production Purposefully toward maximum con- 

sumer satisfaction and consumer value; 
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Utilization by the Entrepreneur 

(2) Marketing is also the most easily aecessible “multiplier” of managers 
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and entrepreneurs in an “under-developed” growth area. And managers and 

entrepreneurs are the foremost need of these countries. In the first place, 

“economic development” is not a force of nature. It is the result of the 

action, the purposeful, responsible, risk-taking action, of men as entrepreneurs 
and managers. 

Certainly it is the entrepreneur and manager who alone can convey to the 

people of these countries an understanding of what economic development 
means and how it can be achieved. 

Marketing can convert latent demand into effective demand. It cannot, by 

itself, create purchasing power. But it can uncover and channel all purchasing 

power that exists. It can, therefore, create rapidly the conditions for a much 

higher level of economic activity than existed before, can create the oppor- 
tunities for the entrepreneur. 

It then can create the stimulus for the development of modern, responsible 
professional management by creating opportunity for the producer who 
knows how to plan, how to organize, how to lead people, how to innovate 
In most of these countries markets are of necessity very small. They are 
too small to make it possible to organize distribution for a single-product 
line in any effective manner. As a result, without a marketing organization 
many products for which there is an adequate demand at a reasonable’ 
price cannot be distributed; or worse, they can be produced and distributed 
only under monopoly conditions. A marketing system is needed which 
serves as the joint and common channel for many producers if any of them 
15 £ be able to come into existence and to stay in existence. 

his means in effect that a marketing system in the “under-developed” 

7vi a ’ S H Creat ° r °! 5mal1 bUSineSS ’ iS the 0nl y wa y in which a man 
of vision and daring can become a businessman and an entrepreneur himself 

his is thereby also the only way in which a true middle class can develop 

: s “n “o n r “ ;;r ich ,h = habit ot —— 

Developer of Standards 

arS-of 3 ? 1 ? I" f “ under - dev doped” country is the developer of stand- 
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Latin America ToT T ^ ^ ° n S£Veral COUntries of 

operates-Mexico Bra i r c ° untnes of Latln America in which Sears 

“under-develonpfV* 1 ’ ’ Venezuela > Colombia, and Peru-are not 

“under-developed” '"rhdrTve SenS6 - Wh ‘ Ch Indonesia or the Con go are 

standards Is at least two f rage incom e, although very low by our 
as, is at least two t.mes, perhaps as much as four or five times, that 
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of the truly “under-developed” countries in which the bulk of mankind still 
live. Still in every respect except income level these Latin American coun¬ 
tries are at best “developing”. And they have all the problems of economic 
development—perhaps even in more acute form than the countries of Asia 
and Africa, precisely because their development has been so fast during the 
last ten years. 

It is also true that Sears in these countries is not a “low-price” merchan¬ 
diser. It caters to the middle class in the richer of these countries, and to 
the upper middle class in the poorest of these countries. Incidentally, the 
income level of these groups is still lower than that of the worker in the 
industrial sector of our economy. 

Still Sears is a mass-marketer even in Colombia or Peru. What is perhaps 
even more important, it is applying in these “under-developed” countries 
exactly the same policies and principles it applies in this country, carries 
substantially the same merchandise (although most of it produced in the 
countries themselves), and applies the same concepts of marketing it uses 
in Indianapolis or Philadelphia. Its impact and experience are, therefore, 
a fair test of what marketing principles, marketing knowledge, and marketing 
techniques can achieve. 

The impact of this one American business which does not have more than 
a mere handful of stores in these countries and handles no more than a 
small fraction of the total retail business of these countries is truly amazing. 
In the first place, Sears’ latent purchasing power has fast become actual pur¬ 
chasing power. Or, to put it less theoretically, people have begun to organize 
their buying and to go out for value in what they do buy. 

Secondly, by the very fact that it builds one store in one city, Sears forces 
a revolution in retailing throughout the whole surrounding area. It forces 
store modernization. It forces consumer credit. It forces a different attitude 
toward the customer, toward the store clerk, toward the supplier, and 
toward the merchandise itself. It forces other retailers to adopt modern 

methods of pricing, of inventory control, of training, of window display, and 
what have you. 

The greatest impact Sears has had, however, is in the multiplication of new 
industrial business for which Sears creates a marketing channel. Because 
it has had to sell goods manufactured in these countries rather than import 
them (if only because of foreign exchange restrictions), Sears has been instru¬ 
mental in getting established literally hundreds of new manufacturers making 
goods which, a few years ago, could not be made in the country, let alone' be 
sold in adequate quantity. Simply to satisfy its own marketing reeds, Sears 
has had to insist on standards of workmanship, quality, and delivery—that is, 
on standards of production management, of technical management, and above 
all of the management of people—which, in a few short years, have advanced 
the art and science of management in these countries by at least a generation. 
I hardly need to add that Sears is not in Latin America for reasons of 
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philanthropy, but because it is good and profitable business with extra¬ 
ordinary growth potential. In other words, Sears is in Latin America 
because marketing is the major opportunity in a “growth economy”—precisely 
because its absence is a major economic gap and the greatest need. 



The Discipline of Marketing 

(4) Finally, marketing is critical in economic development because market¬ 
ing has become so largely systematized, so largely both learnable and 
teachable. It is the discipline among all our business disciplines that has 
advanced the furthest. 

I do not forget for a moment how much we still have to learn in market¬ 
ing. But we should also not forget that most of what we have learned so 
far we have learned in a form in which we can express it in general con¬ 
cepts, in valid principles and, to a substantial degree, in quantifiable measure¬ 
ments. This, above all others, was the achievement of that generation to 
whom Charles Coolidge Parlin was leader and inspiration. 

A critical factor in this world of ours is the learnability and teachability 

of what it means to be an entrepreneur and manager. For it is the 

entrepreneur and the manager who alone can cause economic development 

to happen. The world needs them, therefore, in very large numbers; and 
it needs them fast. 

Obviously this need cannot be supplied by our supplying entrepreneurs 
and managers, quite apart from the fact that we hardly have the surplus. 
Money we can supply. Technical assistance we can supply, and should 
supply more. But the supply of men we can offer to the people in the “under¬ 
developed” countries is of necessity a very small one. 

The demand is also much too urgent for it to be supplied by slow evolu¬ 
tion through experience, or through dependence on the emergence of 
naturals . The danger that lies in the inequality today between the few 
countries that have and the great many countries that have not is much 
too great to permit a wait of centuries. Yet it takes centuries if we depend 
on experience and slow evolution for the supply of entrepreneurs and 
managers adequate to the needs of a modern society. 

There is only one way in which man has ever been able to short-cut 

experience, to telescope development, in other words, to learn something. 

rhat way is to have available the distillate of experience and skill in the 

orm of knowledge, of concepts, of generalization, of measurement— in the 
iorm of discipline , in other words. 


THE DISCIPLINE OF ENTREPRENEURSHIP 

Many of us today are working on the fashioning of such a discipline of 

entrepreneurship and management. Maybe we are further along than most 
Of us realize. 
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Certainly in what has come to be called “Operation Research and Synthesis” 
we have the first beginnings of a systematic approach to the entrepreneurial 
task of purposeful risk-taking and innovation—so far only an approach, 
but a most promising one, unless indeed we become so enamored with the 
gadgets and techniques as to forget purpose and aim. 

We are at the beginning perhaps also of an understanding of the basic 
problems of organizing people of diversified and highly advanced skill and 
judgment together in one effective organization, although again no one so far 
would, I am convinced, claim more for us than that we have begun at last 
to ask intelligent questions. 

But marketing, although it only covers one functional area in the field, 
has something that can be called a discipline. It has developed general 
concepts, that is, theories that explain a multitude of phenomena in 
simple statements. It even has measurements that record “facts” rather 
than opinions. In marketing, therefore, we already possess a learnable 
and teachable approach to this basic and central problem not only of the 
“under-developed” countries but of all countries. All of us have today the 
same survival stake in economic development. The risk and danger of 
international and interracial inequality are simply too great. 

Marketing is obviously not a cure-all, not a paradox. It is only one thing 

we need.. But it answers a critical need. At the same time marketing 
is most highly developed. 

Indeed without marketing as the hinge on which to turn, economic 
development will almost have to take the totalitarian form. A totalitarian 
system can be defined economically as one in which economic development 
is being attempted without marketing, indeed as one in which marketing 
is suppressed. Precisely because it first looks at the values and wants of 

e individual, and because it then develops people to act purposefully 

and responsibly—that is, because of its effectiveness in developing a free 

economy—marketing is suppressed in a totalitarian system. If we want 

economic development in freedom and responsibility, we have to build it on 
the development of marketing. 

In the new and unprecedented world we live in, a world which knows 
both a new unity of vision and growth and a new and most dangerous 
cleavage, marketing has a special and central role to play. This role goes: 


— Beyond “getting the stuff out the back door’’; 

— Beyond “getting the most sales with the least cost”; 

— Beyond “the optimal integration of our values and wants as customers, 
citizens, and persons, with our productive resources and intellectual 
achievements” the role marketing plays in a developed society. 

In a developing economy, marketing is, of course, all of this. But in 
addition, in an economy that is striving to break the age-old bondage of 
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man to misery, want, and destitution, marketing is also the catalyst for the 
transmutation of latent resources into actual resources, of desires into 
accomplishments, and the development of responsible economic leaders and 
informed economic citizens. 
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51 Rational Behavior and Economic 
Behavior 

George Katona 


Proper understanding of consumer behavior is a vital necessity if a firm is to 
be market-oriented. This paper provides insights into how psychological principles 
can be of value in analyzing behavior in the market place and understanding 
rationality. Also, psychology can profit from the study of economic behavior since 
many aspects of behavior, and among them the problems of rationality, can be 
studied most fruitfully in the economic field. 


While attempts to penetrate the boundary lines between psychology and 
sociology have been rather frequent during the last few decades, psychologists 
have paid little attention to the problems with which another sister discip¬ 
line, economics, is concerned. One purpose of this paper is to arouse 
interest among psychologists in studies of economic behavior. For that pur¬ 
pose it will be shown that psychological principles may be of great value in 
clarifying basic questions of economics and that the psychology of habit 
formation, of motivation, and of group belonging may profit from studies of 
economic 1 behavior. 

° f Si§nifiCant Pr0blCmS ’ SUCh 3S th0SC 0f the busine ^ cycle or 
n, of consumer saving or business investment, could be chosen for 

w^th'T Yo tT H li °-'' ThiS PapCr ’ h ° WCVer ’ Wi " bc concerned 

th the most fundamental assumption of economics, the principle of 
rationality. In order to clarify the problems involved in this principle, which 
\ bCe " ne § lectcd b y contemporary psychologists, it will be necessary 

I L h * m ° St C ° mm0n f0rmS of met hodology used in economics with 

hose employed m psychology and to discuss the role of empirical research 
/ in the social sciences. 




th eory and hypq thf^f^^ 

Economic theory represents one of the oldest and most elaborate 
heoretical structures in the social sciences. However, dissatisfaction with 
he achievements and uses of economic theory has grown considerably 
uring the past few decades on the part of economists who are interested 
in what actually goes on in economic life. And yet leading sociologists and 
psychologists have recently declared “Economics is today, in a theoretical 

source : From Psychological Review, vol. 60, September, 1953, pp. 307-318 

George Katona: Director, Economic Research Program, Survey Research Center,' 
University of Michigan. 
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sense, probably the most highly elaborated, sophisticated, and refined of 
the disciplines dealing with action” ( 15 , p. 28). 1 

To understand the scientific approach of economic theorists, we may 
divide them into two groups. Some develop an a priori system from which 
they deduce propositions about how people should act under certain assump¬ 
tions. Assuming that the sole aim of businessmen is profit maximization, 
these theorists deduce propositions about marginal revenues and marginal 
costs, for example, that are not meant to be suited for testing. In develop¬ 
ing formal logics of economic action, one of the main considerations is 
elegance of the deductive system, based on the law of parsimony. A wide 
gap separates these theorists from economic research of an empirical- 
statistical type which registers what they call aberrations or deviations, 
due to human frailty, from the norm set by theory. 

A second group of economic theorists adheres to the proposition that it is 
the main purpose of theory to provide hypotheses that can be tested. This 
group acknowledges that prediction of future events represents the most 
stringent test of theory. They argue, however, that reality is so complex 
that it is necessary to begin with simplified propositions and models which 
are known to be unreal and not testable. 2 3 Basic among these propositions 
are the following three which traditionally have served to characterize the 
economic man or the rational man: 

1. The principle of complete information and foresight. Economic con¬ 
ditions—demand, supply, prices, etc.—are not only given but also 
known to the rational man. This applies as well to future conditions about 
which there exists no uncertainty, so that rational choice can always be made. 
(In place of the assumption of certainty of future developments, we find 
nowadays more frequently the assumption that risks prevail but the proba¬ 
bility of occurrence of different alternatives is known; this does not constitute 
a basic difference.) 

2. The principle of complete mobility. There are no institutional or 
psychological factors which make it impossible, or expensive, or slow, to 
translate the rational choice into action. 


1 The quotation is from an introductory general statement signed by T. Parsons, 

E. A. Shils, G. W. Allport, C. Kluckhohn, H. A. Murray, R. R. Sears, R. C. Sheldon, 

S. A. Stouffer, and E. C. Tolman. The term “action” is meant to be synonymous 
with “behavior”. 


3 A variety of methods used in economic research differ, of course, from those 

employed by the two groups of economic theorists. Some research is motivated by 

dissatisfaction with the traditional economic theory; some is grounded in a 

systematization greatly different from traditional theory (the most important example 

o such systematization is national income accounting); some research is not clearly 

based on any theory; finally, some research has great affinity with psychological and 
sociological studies. J 
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3. The principle of pure competition. Individual action has no great 
influence on prices because each man’s choice is independent from any other 
person s choice and because there are no “large'’ sellers or buyers. Action 
is the result of individual choice and is not group-determined. 

Economic theory is developed first under these assumptions. The theorists 
then introduce changes in the assumptions so that the theory may 
approach reality. One such step consists, for instance, of introducing 
large-scale producers, monopolists, and oligopolists, another of introduc¬ 
ing time lags, and still another of introducing uncertainty about the proba¬ 
bility distribution of future events. The question raised in each case is 
this: Which of the original propositions needs to be changed, and in 
what way, in view of the new assumptions? 

The fact that up to now the procedure of gradual approximation to reality 
has not been completely successful does not invalidate the method. It 
must also be acknowledged that propositions were frequently derived from 
unrealistic economic models which were susceptible to testing and stimulated 
empirical research. In this paper we shall point to a great drawback of this 
method of starting out with a simplified a priori system and making it 
gradually more complex and more real —by proceeding in this way one 
tends to lose sight of important problems and to disregard them. 

The methods most commonly used in psychology may appear at first 
sight to be quite similar to the methods of economics which have just 
been described. Psychologists often start with casual observations, derive 
from them hypotheses, test those through more systematic observations, 
reformulate and revise their hypotheses accordingly, and test them again. 

The process of hypotheses-observations-hypotheses-observations often goes on 

with no end in sight. Differences from the approach of economic theory 
may be found in the absence in psychological research of detailed sys¬ 
tematic elaboration prior to any observation. Also, in psychological 
research, findings and generalizations in one field of behavior are often 
considered as hypotheses in another field of behavior. Accordingly, in 
analyzing economic behavior 3 and trying to understand rationality, psycholo¬ 
gists can draw on ( a) the theory of learning and thinking, ( b ) the theory 

of group belonging, and (c) the theory of motivation. This will be done in 
this paper. 

HABITUAL BEHAVIOR AND GENUINE DECISION MAKING 

In trying to give noneconomic examples of “rational calculus”, economic 

3 The expression "economic behavior" is used in this paper to mean behavior 
concerning economic matters (spending, saving, investing, pricing, etc.). Some 
economic theorists use the expression to mean the behavior of the “economic man”, 
that is, the behavior postulated in their theory of rationality. 
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theorists have often referred to gambling. From some textbooks one 
might conclude that the most rational place in the world is the Casino 
in Monte Carlo where odds and probabilities can be calculated exactly. 
In contrast, some mathematicians and psychologists have consideied 
scientific discovery and the thought processes of scientists as the best 
examples of rational or intelligent behavior. 4 An inquiry about the possible 
contributions of psychology to the analysis of rationality may then begin 
with a formulation of the differences between (tv) associative learning and 
habit formation and (b) problem solving and thinking. 

The basic principle of the first form of behavior is repetition. Here 
the argument of Guthrie holds: “The most certain and dependable 
information concerning what a man will do in any situation is information 
concerning what he did in that situation on its last occurrence” (4, p. 228). 
This form of behavior depends upon the frequency of repetition as well 
as on its recency and on the success of past performances. The origins 
of habit formation have been demonstrated by experiments about 
learning nonsense syllables, lists of words, mazes, and conditioned responses. 
Habits thus formed are to some extent automatic and inflexible. 

In contrast, problem-solving behavior has been characterized by the 
arousal of a problem or question, by deliberation that involves reorganiza¬ 
tion and “direction”, by understanding of the requirements of the situa¬ 
tion, by weighing of alternatives and taking their consequences into 
consideration and, finally, by choosing among alternative courses of action. 5 
Scientific discovery is not the only example of such procedures; they have 
been demonstrated in the psychological laboratory as well as in a variety 
of real-life situations. Problem solving results in action which is new 
rather than repetitive; the actor may have never behaved in the same 
way before and may not have learned of any others having behaved in 
the same way. 

Some of the above terms, defined and analyzed by psychologists, 
are also being used by economists in their discussion of rational behavior. 
In discussion, for example, a manufacturer’s choice between erecting 
or not erecting a new factory, or raising or not raising his prices or output, 
reference is usually made to deliberation and to taking the consequences 

4 Reference should be made first of all to Max Wertheimer who in his book 

Productive Thinking (17) uses the terms “sensible” and “intelligent” rather than 

“rational”. Since we are mainly interested here in deriving conclusions from the 

psychology of thinking, the discussion of psychological principles will be kept 
extremely brief (see 6 and 8, Chaps. 3, 4). 

3 Cf. the following statement by a leading psychoanalyst: “Rational behavior is 

behavior that is effectively guided by an understanding of the situation to which 

one is reacting” (3 p. 16). French adds two steps that follow the choice between 

a ternativ.e goals, namely, commitment to a goal and commitment to a plan to 
reach a goal. 
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of alternative choices into consideration. Nevertheless, it is not justified 
to identify problem-solving behavior with rational behavior. From the 
point of view of an outside observer, habitual behavior may prove to 
be fully rational or the most appropriate way of action under certain 
circumstances. All that is claimed here is that the analysis of two forms 
of behavior—habitual versus genuine decision making—may serve to 
clarify problems of rationality. We shall proceed therefore by deriving 
six propositions from the psychological principles. To some extent, or in 
certain fields of behavior, these are findings or empirical generalizations; 
to some extent, or in other fields of behavior, they are hypotheses: 

1. Problem-solving behavior is a relatively rare occurrence. It would 
be incorrect to assume that everyday behavior consistently manifests such 
features as arousal of a problem, deliberation, or taking consequences 
of the action into consideration. Behavior which does not manifest these 
characteristics predominates in everyday life and in economic activities 
as well. 

2. The main alternative to problem-solving behavior is not whimsical or 
impulsive behavior (which was considered the major example of “irrational” 
behavior by nineteenth century philosophers). When genuine decision 
making does not take place, habitual behavior is the most usual 
occurrence: people act as they have acted before under similar circums¬ 
tances, without deliberating and choosing. 

3. Problem-solving behavior is recognized most commonly as a deviation 
from habitual behavior. Observance of the established routine is abandoned 
when in driving home from my office, for example, I learn that there is a 
parade in town and choose a different route, instead of automatically taking 
the usual one. Or, to mention an example of economic behavior: Many 
businessmen have rules of thumb concerning the timing of reorders of mer¬ 
chandise; yet sometimes they decide to place new orders even though their 
inventories have not reached the usual level of depletion (for instance, 
because they anticipate price increases), or not to order merchandise even 
though that level has been reached (because they expect a slump in sales). 

4. Strong motivational forces—stronger than those which elicit habitual 
behavior—must be present to call forth problem-solving behavior. Being in a 
“crossroad situation”, facing “choice points”, or perceiving that something 
new has occurred are typical instances in which we are motivated to deliberate 
and choose. Pearl Harbor and the Korean aggression are extreme examples 
of “new” events; economic behavior of the problem-solving type was found 
to have prevailed widely after these events. 

5. Group belonging and group reinforcement play a substantial role in 
changes of behavior due to problem solving. Many people become aware 
of the same events at the same time; our mass media provide the same 
information and often the same interpretation of events to groups of people 
(to businessmen, trade union members, sometimes to all Americans). Changes 
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in behavior resulting from new events may therefore occur among very 
many people at the same time. Some economists (for instance, Lord Keynes, 
see 9, p. 95) argued that consumer optimism and pessimism are unimportant 
because usually they will cancel out; in the light of socio-psychological 
principles, however, it is probable, and has been confirmed by recent surveys, 
that a change from optimistic to pessimistic attitudes, or vice versa, some¬ 
times occurs among millions of people at the same time. 

6. Changes in behavior due to genuine decision making will tend to be 
substantial and abrupt, rather than small and gradual. Typical examples of 
action that results from genuine decisions are cessation of purchases or 
buying waves, the shutting down of plants or the building of new plants, 
rather than an increase or decrease of production by 5 or 10 per cent. 6 

Because of the preponderance of individual psychological assumptions in 
classical economics and the emphasis placed on group behavior in this dis¬ 
cussion, the change in underlying conditions which has occurred during the 
last century may be illustrated by a further example. It is related—the 
author does not know whether the story is true or fictitious—that the bank¬ 
ing house of the Rothschilds, still in its infancy at that time, was one of the 
suppliers of the armies of Lord Wellington in 1815. Nathan Mayer 
Rothschild accompanied the armies and was present at the Battle of 
Waterloo. When he became convinced that Napoleon was decisively 
defeated, he released carrier pigeons so as to transmit the news to his 
associates in London and reverse the commodity position of his bank. The 
carrier pigeons arrived in London before the news of the victory became 
public knowledge. The profits thus reaped laid, according to the story, the 

oundation to the outstanding position of the House of Rothschild in the 
following decades. 

The decision to embark on a new course of action because of new events 
as t en made b\ one individual for his own profit. At present, news of 

a .J 1 e ’ or 0 c hange of government, or of rearmament programs, is trans- 
itted m short order by press and radio to the public at large. Businessmen 
the manufacturers or retailers of steel or clothing, for instance-usually 
receive the same news about changes in the price of raw materials or in 
demand and often consult with each other. Belonging to the same group 
means being subject to similar stimuli and reinforcing one another in 
aking decisions Acting in the same way as other members of one’s 

?°no! a reference group have acted under similar circumstances may 
a so occur without deliberation and choice. New action by a few manu- 

reversr a rr ’ t frequently or even usually not be compensated by 

econnrn f 0 ” 0n • 6 Part ° f ° thers ' Rather the direction in which the 
economy of an entire country moves-and often the world economy as well 

behavior Zstt ^ six Propositions in the area of economic 

Michigan fsee 8 and ^ ^ Resea “* Center of the University of 
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—will tend to be subject to the same influences. 

After having indicated some of the contributions which the application 
of certain psychological principles to economic behavior may make, we turn 
to contrasting that approach with the traditional theory of rationality. 
Instead of referring to the formulations of nineteenth century economists, 
we shall quote from a modern version of the classical trend of thought. 
The title of a section in a recent article by Kenneth J. Arrow is “The 
Principle of Rationality”. He describes one of the criteria of rationality 
as follows: “We can imagine the individual as listing, once and for all, 
all conceivable consequences of his actions in order of his preference for 
them” (I, p. 135). We are first concerned with the expression “all con¬ 
ceivable consequences”. This expression seems to contradict the principle 
of selectivity of human behavior. Yet habitual behavior is highly selective 
since it is based on (repeated) past experience, and problem-solving behavior 
likewise is highly selective since reorganization is subject to a certain direc¬ 
tion instead of consisting of trial (and error) regarding all possible avenues 
of action. 


Secondly, Arrow appears to identify rationality with consistency in the 

sense of repetition of the same choice. It is part and parcel of rational 

behavior, according to Arrow, that an individual “makes the same choice 

each time he is confronted with the same set of alternatives” ( 1 , p. 135). 7 

Proceeding in the same way on successive occasions appears, however, a 

characteristic of habitual behavior. Problem-solving behavior, on the other 

hand is flexible. Rationality may be said to reflect adaptability and 

ability to act in a new way when circumstances demand it, rather than 
to consist of rigid or repetitive behavior. 

Thirdly, it is important to realize the differences between the concepts 
ac ion, ecision, and choice. It is an essential feature of the approach 

J" V6d f [ ro ™ consider >ng problem-solving behavior that there is action 
iou c i crate decision and choice. It then becomes one of the most 
important problems of research to determine under what conditions 

genuine decision and choice occur prior to an action. The three concepts 
owever, used without differentiation in the classical theory of 

a Iona lty and also, most recently, by Parsons and Shils. According to 

e eory of these authors, there are “five discrete choices (explicit or 

impicit) which ^every actor makes before he can act” ( 15 , p. 78); before 

ere is action a decision must always be made (explicitly or implicitly, 
consciously or unconsciously” 15 , p. 89). 

j ex ‘ sts » no doubt, a difference in terminology, which may be 

C an e by mentioning a simple case: Suppose my telephone rings; I lift 


In his recent book Arrow adds after stating that the economic man “will make 

e same decision each time he is faced with the same range of alternatives”: “The 

1 Uy to make consistent decisions is one of the symptoms of an integrated 
Personality” (2, p. 2). 
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the receiver with my left hand and say. “Hello”. Should we then argue 
that I made several choices, for instance, that I decided not to lift the 
receiver with my right hand and not to say “Mr. Katona speaking”? 
According to our use of the terms decision and choice, my action was 
habitual and did not involve “taking consequences into consideration”. 8 
Parsons and Shils use the terms decision and choice in a different sense, 
and Arrow may use the terms “all conceivable consequences” and “same 
set of alternatives ’ in a different sense from the one employed in this paper. 
But the difference between the two approaches appears to be more far- 
reaching. By using the terminology of the authors quoted, and by construct¬ 
ing a theory of rational action on the basis of this terminology, fundamental 
problems are disregarded. If every action by definition presupposes 
decision making, and if the malleability of human behavior is not taken 
into consideration, a one-sided theory of rationality is developed and 

empirical research is confined to testing a theory which covers only some 
of the aspects of rationality. 

This was the case recently in experiments devised by Mosteller and Nogee. 
These authors attempt to test basic assumptions of economic theory, such as 
the rational choice among alternatives, by placing their subjects in a 
gambling situation (a variation of poker dice) and compelling them to make 
a decision, namely, to play or not to play against the experimenter. Through 
their experiments the authors prove that “it is feasible to measure utility 
experimentally” (14, p. 403) but they do not shed light on the conditions 
under which rational behavior occurs or on the inherent features of 
rational behavior. Experiments in which making a choice among known 
alternatives is prescribed do not test the realism of economic theory. 

MAXIMIZATION 


Up to now we have discussed only one central aspect of rationality- 
means rather than ends. The end of rational behavior, according to 
economic theory, is maximization of profits in the case of business firms 
and maximization of utility in the case of people in general. 

. A . few words ’ first > on maximizing profits. This is usually considered the 
simpler case because it is widely held (a) that business firms are in business 

to make profits and ( b) that profits, more so than utility, are a quantitative, 
measurable concept. 


of t hi t0 v kn0Wn that 1 am at home ’ I may react to the ringing 

or et t£in y § ^ ,ndecisi0n ’ and deliberation (should I lift the receiver 

examole of 2“ T* } “ ° f re3Ctin§ in the habituaI "ay. ' This is an 

behavior Thl n^ T < ° T characteri ^d as deviating from habitual 

? / Ctl ° n menti ° ned by Parsons and Shils ’ man 

tZZr. of automobde t0 3 lal ^ e t0 fishing”, may be habitual or may be an 
instance of genuine decision making. 
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When empirical research, most commonly in the form of case studies, 
showed that businessmen frequently strove for many things in addition to 
profits or in place of profits, most theorists were content with small 
changes in their systems. They redefined profits so as to include long- 
range profits and what has been called nonpecuniarv or psychic profits. 
Striving for security or for power was identified with striving for profits 
in the more distant future; purchasing goods from a high bidder who was 
a member of the same fraternity as the purchaser, rather than from 
the lowest bidder—to cite an example often used in textbooks—was 
thought to be maximizing of nonpecuniarv profits. Dissatisfaction with 
this type of theory construction is rather widespread. For example, a 
leading theorist wrote recently: 


If whatever a businessman does is explained by the principle of profit 
maximization—because he does what he likes to do, and he likes to do 
what maximizes the sum of his pecuniary and non-pccuniary profits—the 
analysis acquires the character of a system of definitions and tautologies, 
and loses much of its value as an explanation of reality (13, p. 526). 

The same problem is encountered regarding maximization of utility. 

• C/ V.* J 

Arrow defines rational behavior as follows: “...among all the combina¬ 
tions of commodities an individual can afford, he chooses that combination 
which maximizes his utility or satisfaction” (1, p. 135) and speaks of the 
traditional identification of rationality with maximization of some sort” 

P* 3). An economic theorist has recently characterized this tvpe of 
definition as follows: 


The statement that a person seeks to maximize utility is (in many 
versions) a tautology: it is impossible to conceive of an observational 
phenomenon that contradicts it.... What if the theorem is contradicted 
y observation: Samuelson says it would not matter much in the case of 
uti hty theory; I would say that it would not make the slightest difference, 
or there is a free variable in his system: the tastes of consumers.... 
n y contradiction of a theorem derived from utility theory can always be 
attributed to a change of tastes, rather than to an error in the postulates 
or l°gic of the theory (16, pp. 603 f.). 9 


the lat lS ^ Way ° Ut difficulty? Can psychology, and specifically 

the motivation, help? We may begin by characterizing 

with^^^ 11 ^ econom i c theory as a single-motive theory and contrast it 
on ' 3 .^! eor y multiple motives. Even in case of a single decision of 
ne mdividual, multiplicity of motives (or of vectors or forces in the field), 


°f S Arrow U ° tati0n feferS 


specifically to Samuelson’s definition but also applies to that 
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some reinforcing one another and some conflicting with one another, is the 
rule rather than the exception. The motivational patterns prevailing 
among different individuals making the same decision need not be the 
same; the motives of the same individual who is in the same external 
situation at different times may likewise differ. This approach opens 
the way (a) for a study of the relation of different motives to different forms 
of behavior and ( b ) for an investigation of changes in motives. Both problems 
are disregarded by postulating a single-motive theory and by restricting 
empirical studies to attempts to confirm or contradict that theory. 

The fruitfulness of the psychological approach may be illustrated first 

by a brief reference to business motivation. We may rank the diverse 

motivational patterns of businessmen by placing the striving for high 

immediate profits (maximization of short-run profits, to use economic 

terminology; charging whatever the market can bear, to use a popular 

expression) at one extreme of the scale. At the other extreme we place the 

striving for prestige or power. In between we discern striving for security, 

for larger business volume, or for profits in the more distant future. 

Under what kinds of business conditions will motivational patterns tend to 

conform with the one or the other end of the scale? Preliminary studies 

would seem to indicate that the worse the business situation is, the 

more frequent is striving for high immediate profits, and the better 

the business situation is, the more frequent is striving for nonpecuniary 
goals (see 8 pp. 193-213). 

Next we shall refer to one of the most important problems of consumer 
economics as well as of business-cycle studies, the deliberate choice 
between saving and spending. Suppose a college professor receives a 
raise in his salary or makes a few hundred extra dollars through a publica¬ 
tion. Suppose, furthermore, that he suggests thereupon to his wife that 
they should buy a television set, while the wife argues that the money 
should be put in the bank as a reserve against a “rainy day”. Whatever 
the final decision may be, traditional economic theory would hold that 
the action which gives the greater satisfaction was chosen. This way of 
theorizing is of little value. Under what conditions will one type of behavior 
(spending) and under what conditions will another type of behavior (saving) 
be more frequent? Psychological hypotheses according to which the 
strength of vectors is related to the immediacy of needs have been put 
to a test through nationwide surveys over the past six years. 10 On the basis 
of survey findings the following tentative generalization was established: 
Pessimism, insecurity, expectation of income declines or bad times in the 
near future promote saving (putting the extra money in the bank), while 


c l! 16 Sur ' e ^ s °f Consumer Finances, conducted annually since 1945 by the 
and ^^ ^ University ° f Michi ^n for the Federal Reserve Board 

tion of the C r eserve Buliet ^ n ’ See also 8 and a forthcoming publica- 

Survey Research Center on consumer buying and inflation during 1950-52. 
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optimism, feeling of security, expectation of income increases, or good times 
promote spending (buying the television set, for instance). 

Psychological hypotheses, based on a theory of motivational patterns which 
change with circumstances and influence behavior, thus stimulated empirical 
studies. These studies, in turn, yielded a better understanding of past 
developments and also, we may add, better predictions of forthcoming trends 
than did studies based on the classical theory (see footnote 10). On the 
other hand, when conclusions about utility or rationality were made on an a 
priori basis, researchers lost sight of important problems. 11 

DIMINISHING UTILITY, SATURATION, AND ASPIRATION 


Among the problems to which the identification of maximizing utility with 
rationality gave rise, the measurability of utility has been prominent. At 
present the position of most economists appears to be that while inter¬ 
personal comparison of several consumers’ utilities is not possible, and while 
cardinal measures cannot be attached to the utilities of one particular con¬ 
sumer, ordinal ranking of the utilities of each individual can be made. It is 
asserted that I can always say either that I prefer A to B, or that I am 
indifferent to having A or B, or that I prefer B to A. The theory of 
indifference curves is based on this assumption. 

In elaborating the theory further, it is asserted that rational behavior 
consists not only of preferring more of the same goods to less ($2 real wages 
to $1, or two packages of cigarettes to one package, for the same service 
performed) but also of deriving diminishing increments of satisfaction from 
successive units of a commodity. 12 In terms of an old textbook example, 
one drink of water has tremendous value to a thirsty traveler in a desert; a 
second, third, or fourth drink may still have some value but less and less so; 
an nth drink (which he is unable to carry along) has no value at all. A 
generalization derived from this principle is that the more of a commodity 
or the more money a person has, the smaller are his needs for that com¬ 
modity or for money, and the smaller his incentives to add to what he has. 

In addition to using this principle of saturation to describe the behavior of 
the rational man, modern economists applied it to one of the most pressing 
problems of contemporary American economy. Prior to World War II the 
American people (not counting business firms) owned about 45 billion dollars 
in liquid assets (currency, bank deposit, government bonds) and these funds 


" lt ? hould not be im P lied that the concepts of utility and maximization are of no 
value for empirical research. Comparison between maximum utility as determined 
from the vantage point of an observer with the pattern of goals actually chosen (the 
subjective maximum”), which is based on insufficient information, may be useful. 

Similar considerations apply to such newer concepts as “minimizing regrets” and the 
"minimax”. 

12 This principle of diminishing utility was called a “fundamental tendency of human 
nature” by the great nineteenth century economist, Alfred Marshall. 
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were highly concentrated among relatively few families; most individual 
families held no liquid assets at all (except for small amounts of currency). 
By the end of the year 1945, however, the personal liquid-asset holdings had 
risen to about 140 billion dollars and four out of every five families owned 
some bank deposits or war bonds. What is the effect of this great change on 
spending and saving? This question has been answered by several leading 
economists in terms of the saturation principle presented above. “The rate 
of saving is... a diminishing function of the wealth the individual holds” 
(5, p. 499) because “the availability of liquid assets raises consumption 
generally by reducing the impulse to cave”. 13 More specifically: a person 
who owns nothing or very little will exert himself greatly to acquire some 
reserve funds, while a person who owns much will have much smaller incen¬ 
tives to save. Similarly, incentives to increase one’s income are said to 
weaken with the amount of income. In other words, the strength of motiva¬ 
tion is inversely correlated with the level of achievement. 

In view of the lack of contact between economists and psychologists, it is 
hardly surprising that economists failed to see the relevance for their postu¬ 
lates of the extensive experimental work performed by psychologists on the 
problem of levels of aspiration. It is not necessary in this paper to describe 
these studies in detail. It may suffice to formulate three generalizations 
as established in numerous studies of goal-striving behavior (see, for 
example, 12): 

1. Aspirations are not static, they are not established once for all time. 

2. Aspirations tend to grow with achievement and decline with failure. 

3. Aspirations are influenced by the performance of other members of the 
group to which one belongs and by that of reference groups. 

From these generalizations hypotheses were derived about the influence 
of assets on saving which differed from the postulates of the saturation 
theory. This is not the place to describe the extensive empirical work 
undertaken to test the hypotheses. But it may be reported that the satura¬ 
tion theory was not confirmed; the level-of-aspiration theory likewise did not 
suffice to explain the findings. In addition to the variable “size of liquid- 
asset holdings, the studies had to consider such variables as income level, 
income change, and savings habits. (Holders of large liquid assets are 

primarily people who have saved a high proportion of their income in the 
past!) 14 

The necessity of studying the interaction of a great number of variables 

13 The last quotation is from the publication of the U.S. Department of Commerce, 

urvey of Current Business, May 1950, p. 10. This quotation and several similar 
ones are discussed in 8 pp. 186 ff. 

t> 14 Th\ empirical work was part of the economic behavior program of the Survey 
Research Center under the direction of the author. See ( 8 ) and also ( 10 ) and ( 11 ). 
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and the change of choices over time leads to doubts regarding the universal 
validity of a one-dimensional ordering of all alternatives. The theory of 
measurement of utilities remains an empty frame unless people’s established 
preferences of A over B and of B over C provide indications about their 
probable future behavior. Under what conditions do people’s preferences 
give us such clues, and under what conditions do they not? If at different 
times A and B are seen in different contexts—because of changed external 
conditions or the acquisition of new experiences—we may have to dis¬ 
tinguish among several dimensions. 

The problem may be illustrated by an analogy. Classic economic theory 
postulates a one-dimensional ordering of all alternatives; Gallup assents that 
answers to questions of choice can always be ordered on a yes-uncertain 
(don’t know)—-no continuum; are both arguments subject to the same 
reservations? Specifically, if two persons give the same answer to a poll 
question (e.g., both say “Yes, I am for sending American troops to Europe” 
or “Yes, I am for the Taft-Hartley Act”) may they mean different things 
so that their identical answers do not permit any conclusions about the 
similarity of their other attitudes and their behavior? Methodologically it 
follows from the last argument that yes-no questions need to be supple¬ 
mented by open-ended questions to discern differences in people’s level of 
information and motivation. It also follows that attitudes and preferences 
should be ascertained through a multi-question approach (or scaling) which 
serves to determine whether one or several dimensions prevail. 

ON THEORY CONSTRUCTION 

In attempting to summarize our conclusions about the respective merits 
of different scientific approaches, we might quote the conclusions of Arrow 
which he formulated for social science in general rather than for economics: 

To the extent that formal theoretical structures in the social sciences 
have not been based on the hypothesis of rational behavior, their postu¬ 
lates have been developed in a manner which we may term ad hoc. Such 

proposition... depend, of course on the investigator’s intuition and 
common sense (I, p. 137). 

The last sentence seems strange indeed. One may argue the other way 
around and point out that such propositions as “the purpose of business is 
to make piofits 01 the best businessman is the one who maximizes 
profits” are based on intuition or supposed common sense, rather than on 
controlled observation. The main problem raised by the quotation con¬ 
cerns the function of empirical research. There exists an alternative to 
developing an axiomatic system into a full-fledged theoretical model in 
advance of testing the theory through observations. Controlled observa- 
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tions should be based on hypotheses, and the formulation of an integrated 
theory need not be delayed until all observations are completed. Yet 
theory construction is part of the process of hypothesis-observation-revised 
hypothesis and prediction-observation, and systematization should rely on 
some empirical research. The proximate aim of scientific research is a 
body of empirically-validated generalizations and not a theory that is valid 
under any and all circumstances. 

The dictum that ‘‘theoretical structures in the social sciences must be 
based on the hypothesis of rational behavior” presupposes that it is 
established what rational behavior is. Yet, instead of establishing the 
characteristics of rational behavior a priori, we must first determine the 
conditions a u b lt c 2 under which behavior of the type Xu y i9 Zi and 
the conditions (h, b 2} c 2 under which behavior of the type x 2 , y 2t) z 2 is 
likely to occur. Then, if we wish, we may designate one of the forms of 
behavior as rational. The contributions of psychology to this process are 
not solely methodological; findings and principles about noneconomic 
behavior provide hypotheses for the study of economic behavior. Like¬ 
wise, psychology can profit from the study of economic behavior because 
many aspects of behavior, and among them the problems of rationality, may 
be studied most fruitfully in the economic field. 

This paper was meant to indicate some promising leads for a study of 
rationality, not to carry such study to its completion. Among the problems 
that were not considered adequately were the philosophical ones (rationality 
viewed as a value concept), the psychoanalytic ones (the relationships 
between rational and conscious, and between irrational and unconscious), 
and those relating to personality theory and the roots of rationality. The 
emphasis was placed here on the possibility and fruitfulness of studying 
forms of rational behavior, rather than the characteristics of the rational 
man. Motives and goals that change with and are adapted to circum¬ 
stances, and the relatively rare but highly significant cases of our becoming 
aware of problems and attempting to solve them, were found to be related 
to behavior that may be called truly rational. 
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6 / Toward an Understanding 
of Human Behavior 

Ernest Dichter 

Identification of motives as they relate to market behavior is an enormously 
complicated task because individual motives are intermingled with social forces. 
For this reason one must be not only concerned with the “whys” of individual 
behavior, but also with the “whys” of aggregate behavior, and hence with 
techniques that can be applied to aggregate as well as to individuals. 

The search for these motivations involves the use of a great variety of tech¬ 
niques including those from statistics, psychology, economics, sociology, and 
other social sciences. In this article the author makes a strong case for the use 
of techniques drawn from the field of psychology to study market-behavior. 

When advertiser, agency, and manufacturer turn to research, they really 
are interested in finding answers which will enable them to sell more of 
their particular brand of merchandise or service. Usually the manufacturer 
knows quite a few of the answers and has made quite a few correct moves. 
Had he not, he could not now afford the services of an agency or a research 
organization. It is remarkable, when listening to the discussions of the 
scientific aspects of marketing research and motivational research, how the 
greater number of the American industrialists could have had the audacity 
to introduce new products, change the models of their cars, develop new 
and successful radio and TV programs—in short, develop American industry 
at a most amazing rate merely on the basis of ingenuity, creativity, and 
intelligent hunches. 

When the manufacturer turns to research, he does so because he looks upon 
it as one more tool to help him in his daily task of making decisions. 
Particularly, when he is attempting to reach and influence consumers, 
whether housewives or purchasing agents, he wants additional information 
about their behavior, which will permit him to make additional correct 
moves. He seeks information which will tell him: 

1. Who buys his product and who does not. 

Source : From Robert Ferber and Hugh G. Wales (eds.), Motivation and Market 
Behavior (Homewood, Ill.: Richard D. Irwin, Inc., 1958), pp. 21-23. Adapted from a 
talk, Scientifically Predicting and Understanding Human Behavior,” given at the 
1955 University of Illinois Marketing Symposium, and reprinted in Consumer 
Behavior and Motivation OJrbana, Ill. : University of Illinois Bureau of Economics 
and Business Research, 1957), Ernest Dichter : President, Institute of Motivational 
Research, Inc., Croton-on-Hudson, New York. 
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2. Who can be sold his product and who cannot. 

3. Why people do or do not buy his product. 

4. How he can reach more customers with his message most effectively 
and most economically. 

5. What is the future of the market prediction of trends. 

For many years the only tool available to the manufacturer was conven¬ 
tional statistical research. The advertiser has gradually come to realize 
that by using this tool alone he has received only part of the information 
which he requires to make an intelligent and scientifically based decision. 
His situation may be compared to that of the medical practitioner who 
wants to cure a stomach ailment and who has available onlv an accurate 
and detailed report on the number of sufferers from stomach ailments in 
this country, their age, income, diet, and marital status. Much of this 
information would be very interesting, but only in the most remote fashion 
would it help the physician to cure stomach ailments. 

When the advertiser comes to the market researcher he is interested in 
finding data which permit him to act, and not academic analyses of the 
status quo. What does the commercial practitioner need for action data? 
He needs data of a dynamic nature which gives him an understanding 
and scientific proof of the real causes of human behavior in the market 
place. 

This, then, is the real and inescapable hurdle which modern market 
research will have to overcome. No amount of vituperation and emotion¬ 
ality, no attempts to label as unscientific what does not fit in with conven¬ 
tional nomenclature or may not be expressed in decimal points, can replace 
a calm and truly scientific analysis of this real problem. 

If we can, within the ranks of the broad family of researchers, begin to 
see that different problems require different research solutions, and that 
our problems, as researchers, are different in many crucial ways, then we 
shall be in a position at last to unite our band around a common scientific 

philosophy which nevertheless recognizes the utility of different approaches 
and tools. 

No one involved in contemporary business research would deny the 
desirability of such a unifying development, least of all the consumers of 
that research, the businessmen themselves. The accusations and counter¬ 
accusations currently rampant in research circles represent more than the 

of robust research organi- 
zations. Instead, they are signs of a dangerous confusion and unease—an 

unease which may very well be communicated to the ultimate consumer 

who simply will not know which (if any!) of these techniques to choose or 
reject. 

The more we do, therefore, within our own family of researchers to dispel 
these confusions and doubts among our consumers and ourselves, the more 
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we advance our profession as a whole. It is true that the only kind of 
research “worth doing” is research that meets the most rigorous canons 
of scientific accuracy and honesty. But it is also true that science in general, 
and statistics as its handmaiden, offers many different tools for the solution 
of the different problems of business research. 

DESCRIPTIVE AND DIAGNOSTIC RESEARCH 

Business generally has a choice of two types of research: descriptive 
research, which tells how many did what; and diagnostic research, which 
tells why what happened did happen. While there is an interrelationship 
between the two, it is motivational research that provides the tools for 
creative predictions of consumers’ actions in the future and enables the 
executive to base his advertising and public relations decisions on the 
pattern of human motivations revealed in the research study. 

Studying human motivations is not unlike Herodotus’ problem of studying 
the reason for the inundation of the Nile. By merely observing a person’s 
behavior it is close to impossible to determine why he does what he does. 
Herodotus approached his problem by picking out, on the basis of previous 
knowledge, certain elements which he thought were significant. He felt 
that the distance covered by the flowing waters, the time at which the 
inundation began, the time at which the overflow reached its maximum, 
and the fact that there were no winds or breezes at the river surface were 
all interesting phenomena, although he did not know what they had to do 
with each other. In this form they were all meaningless facts, not suscep¬ 
tible of interpretation. Why did he pick these facts rather than others? 
The answer is that he was familiar with certain theories dealing with the 
behavior of rivers. It was his familiarity with these theories that made 
him look to factors like wind, snowfall, or evaporation, rather than to the 
quantity of water or the chemical composition of the water in the Nile. 

In the field of human motivations, we approach problems with certain 
general theories about why people behave as they do. For example, we 
believe that people are more concerned with their own egos than with other 
people; that most people suffer from a degree of insecurity and have as one 
of their main goals in life self-protection against dangers and anxiety. 

Applying this theory to a specific problem, we develop a hypothesis. 
Cohen and Nagel 1 state: 

We cannot take a single step forward in any inquiry unless we begin with 
a suggested explanation or solution of the difficulty which originated it. 
Such tentative explanations as suggested to us by something in the subject 
matter and by our previous knowledge, when they are formulated as pro- 

1 M. R. Cohen and E. Nagel. An Introduction to Logic and Scientific Method (New 
York: Harcourt, Brace and Co., 1942). 
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positions, are called hypotheses. The function of a hypothesis is to direct 
our search for the order among facts. The suggestions formulated in the 
hypotheses may be the solutions to the problem. 

THE PROBLEM OF CAUSALITY 

From one point of view, motivational research deals with the difficult 
scientific problem of causation. In the conventional market research study, 
causation can seldom be established, partly because conventional market 
research must deal with isolated and principally numerical phenomena, and 
secondly, because most practitioners of marketing research are not trained 
to establish psychological relationships between data and behavior. When 
we say that motivational research is “why" research, we are saying precisely 
that the gap between the act and the psychometric evidence has been 
bridged. We are enabled, therefore, to say that this takes place because 
these things have happened. Causality does not imply a simple cause-and- 
effect relationship. As a matter of fact, it is because motivational research 
deals with the totality of factors influencing consumer behavior that we can 
establish causal relationships. It is the insight brought by this type of study 
to the businessman or advertising executive which permits him to use 
motivational research and immediatelv and efFectivelv translate it. We do 
not attempt to provide in our studies a table of the frequency with which 
a particular causal relationship exists in the population as a whole. What 
we have attempted to establish is the significance of the causal relation¬ 
ship, and not necessarily the frequency of its occurrence. In establishing 
this causal relationship we bring to bear on the problem, not only findings 
in the individual study, but also the findings in all of our studies, plus the 
accumulated knowledge developed by the social sciences. 

MULTIPLE FACTORS 

It should be emphasized that relationship between cause and effect 
cannot be attributed to a single, simple, motivational factor. The real 
problem of motivational research is to analyze, and identify, the variety of 
interrelated factors which culminate in a particular action. This cannot be 
done by a simple analysis of the frequency of behavior or the frequency of 
a typical stylized response to a direct question. The very complexity of human 
motivations requires the broadest approach to their analysis combined with 

a rigorous multiple validation which defines and isolates the individual 
factors. 

MOTIVATIONAL RESEARCH IS QUASI-EXPERIMENTAL 

Experiments in the laboratory sciences are designed to establish the 
relationship between variables in a controlled and usually quite isolated 
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corner of the universe. Usually this corner (the laboratory plus the experi¬ 
mental materials) is most atypical of the universe as a whole. For a physicist 
wishing to test the magnetism of certain types of steel, there is no question 
of representativeness: there is no “sampling problem”. Why? 

Well, for one thing, a “random sample of pieces of steel” would be a 
most cluttered and disorderly collection of odds and ends, and utterly use¬ 
less for his purposes, not to mention the fact that it would be fabulously 
expensive to obtain. What does he want, then? He wants good examples, 
as free of impurities as possible, of the several types of steel about which 
he has erected hypotheses. How does he get them? He defines his types, 
and then goes out and gets “good” (that is to say, measurably not a typical) 
samples of each type. 

Now suppose that one of these types is just as frequent in the real world 
as all of the other types put together. Does he arrange his sample so that 
half of the steel pieces are of this type? He does not; it would be foolish, 
and it would certainly blur his results. For the scientific fact is that the 
rare types are probably more important in his analysis than the common 
ones. 

In applying this general rationale to motivational research, we may, for 
example, use anywhere from forty to fifty case histories taken from our 
consumer motivation panel, where we know not only how the individuals 
behave, but what their histories have been within the normal realistic 
family and community background. These preliminary steps help to pro¬ 
duce a series of meaningful hypotheses which are weighed and checked 
against all the accumulated knowledge in the field of human motivations. 
Not unlike a good diagnostician or a detective with many years of experi¬ 
ence, we can set forth tentative explanations of why a particular event has 
taken place. 

PSYCHOLOGICAL VARIABLES 

% 

In defining our approach to a problem, we seek to establish the major 
psychological variables which may influence the findings. In a sense, this 
is an aspect of the development of hypotheses. What we are searching for 
are psychological and personality elements which may have a dynamic effect 
on consumers’ attitudes toward a product. Such variations will often cut 
across income, educational, and professional lines. In doing so, we not only 
take into account such factors as use, nonuse, and frequency of use, but 
all of the psychological variations which affect the problem. 

For example, in a recent study, we established the fact that the consumer 
may be divided into two groups in terms of his attitudes toward milk. One 
of these groups was the “milk-involved”; the other was “milk-noninvolved”. 
These were two of the important psychological variables which had a 

efinite relationship to attitudes and feelings toward evaporated milk. It 
was by developing this psychological variation that our study findings 
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gained real significance. The analysis of these variables is of extreme 
importance in understanding the real responses of the population to parti¬ 
cular situations. Such factors as adventurousness, insecurity, prejudice, self- 
indulgence, and so on are often of more significance in determining market 
responses than such objective factors as income, age, and so forth. 

MULTIPLE VALIDATION 

The second step of our task is to verify or refute, exclude or reformulate 
these tentative explanations, and to study them and their varied ramifica¬ 
tions. A number of avenues are open for implementing this step, the 
rigorous statistical testing of our hypotheses. We can conduct depth inter¬ 
views and do observational studies noting the actual behavior of people. 
We set up trigger systems of circumstantial evidence, stating that if Hypo¬ 
thesis A is correct, Events 1, 2, 3, 4, and 5 should occur in a particular 
manner. Then we go out into the field to see if these events do indeed 
occur and conclude thereby with adequate scientific justification whether 
Hypothesis A was correct or incorrect. 

This second step, the verification or refutation of our hypotheses based on 
approximately 200 or 250 individual histories, still does not lead to the 
same kind of variety and numerical accuracy, as for example, ability to 
distinguish between a brand-recognition index of 68 per cent or 73 per cent, 
that 2,000 or 5,000 interviews would do. What we have contributed, how¬ 
ever, is a really thorough understanding of a basic motivational pattern 
among a group of people large enough to indicate that the pattern is signi¬ 
ficant and lends itself to practical applications. In finding that 80 mothers 
out of 100 reveal, in multiple waves and multiple tests, when talking about 
food for their babies, that they are as concerned about their own con¬ 
venience as they are about the nutritional value of the food, we have a 
finding valid enough to permit any practitioner in advertising or public 
relations to take advantage of it and act accordingly. 

Using various research techniques to test a hypothesis permits multiple 
and structural validation. A central theory may have a number of sub¬ 
sidiary hypotheses, each of which points to a different corner of the pheno¬ 
menal world. So, armed with a number of small samples, each of the most 
efficient size possible, we go out and look in these corners. We use field 
tests, projective tests, interviewer-administered questionnaires, all kinds of 
measures—each applied to its own distinct sample of respondents. Then, 
if supporting tendencies are found in each separate pile of results, we have 

something much more reliable, scientifically, than one massive sample could 
have produced. 

BASIC MOTIVATIONAL RESEARCH TOOLS 

Motivational research employs a gamut of tools, from simple word- 
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association tests to complex and detailed projective techniques. In all, the 
basic aim of these various procedures is to develop sufficient information 
to distinguish rationalization from reason. 

The two most important techniques employed by our organization are 
the depth interview and the projective technique. The depth interview has 
been much discussed. 2 It is employed to elicit the freest possible associa¬ 
tions on the part of the respondent. The respondent himself, for the most 
part, determines the direction, the order, and the content of the interview. 
The interviewer must be skilled at developing rapport, inducing the respon¬ 
dent to express himself, and inserting delicate probes, where necessary, to 
encourage fuller discussion. Scientifically speaking, the depth interview 
begins at the point where the open-end question used by some conventional 
research organizations ends. It avoids the interruption of rapport involved 
in following a set procedure. Instead, by giving the respondent an oppor¬ 
tunity to talk about himself, listening sympathetically, and encouraging 
further self-exploration, the closest kind of rapport can be developed in the 
course of depth interviewing procedure. The mass of information accumu¬ 
lated by the depth interviewing technique is analyzed for the purpose of 
determining the meaning of the consumer’s behavior rather than relying 
strictly upon her own explanation. In this area, we bring to bear the 
specialization of the members of our staff in the various branches of the 
social sciences. 

The projective technique is basically a method of inducing the respon¬ 
dent to talk about herself in a disguised form. Where, for example, we 
may be encountering motivational patterns which are socially unacceptable, 
the projective technique, in which the respondent interprets a deliberately 
vague story, photograph, drawing, or design, permits her to attribute her 
own motives, without feelings of guilt, to some third party. It also permits 
her to express feelings about the external, which she may not know about 
herself, yet which are extremely revealing of her own attitudes. 

Whenever it is desired and practical, there is no reason why such a 
pattern cannot be tested on the basis of 5,000 cases. In practice, however, 
at the end of a study a client will much more frequently accept our recom¬ 
mendation, if it provides him with new insight into his sales and advertising 
problems. 

WHEN ARE MOTIVATIONAL TECHNIQUES SCIENTIFICALLY 
CORRECT? 


The use of motivational research techniques is not just a matter of 
voluntary decision. There are definite circumstances when motivational 

xn/th 3 clear ; cut ex P lanation of the basic approach taken by the depth interview, 

• ^ Wa £ S “ W Jj lch our organization uses it, see Robert K. Merton, Mass Persua¬ 

sion (New York: Harper and Brothers, 1964). 
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research techniques are the only ones which will produce meaningful 
results. The use of conventional market research techniques, under these 
specified circumstances, may be unscientific and misleading. 

What are the circumstances in which motivational techniques and projec¬ 
tive techniques are indispensable? 

1. Whenever the data being sought may not be present at the rational or 
conscious level. 

2. Whenever we are dealing with psychological mechanisms and not with 
simple static cause-and-effect relationships. 

3. Whenever the respondent has a chance to produce interference con¬ 
sciously or unconsciously between the time he understands the ques¬ 
tion and the time he answers it. 

Human motivations are frequently unconscious and represent inter-twined 
and complicated mechanisms. Modern psychiatry and all other social 
sciences could not exist without the acceptance of this fact. To explain 
this position, the really trained modern social scientist with thorough 
clinical knowledge finds himself in the same position as the researcher who 
attempts to convince the patient who “ ; s sure he knows what causes his 
stomach disorders” of the existence of invisible microbes or of mysterious 
cells which suddenly start growing beyond their intended size and function. 
It is as difficult for some of us to accept the existence of the often exas- 
peratingly irrational aspects of modern psychoanalytic and social psycho¬ 
logical concepts as it may be for the unsophisticated layman to accept the 
doctor’s statement that the headache you complain about really comes from 
an infection between your toes. 

Those criticisms which contend that most social science concepts are 
contradictory and that no two psychologists can agree between themselves 
about the interpretation of an observation are of a similar nature. It is true 
that three doctors might interpret an X-ray differently. This does not prove 
that there are not ever-growing areas of agreement in the medical and 
biological sciences and that we should stop sponsoring a cancer institute. 

In a recent book, Psychoanalysis as Science , 3 a group of scientists set 
It as their task to establish whether or not psychoanalytic explanations of 
human behavior could be proven by rigorous experiments. A reading of 
these experiments is highly recommended. 

If the existence of unconscious motivations and their basically dynamic 
and complex nature is accepted, we have come much closer to answering 
the question of which research techniques are correct, necessary, and desir¬ 
able and which ones are not. 

It is my view, based upon studies and experiments, as well as the mass 

E* Pumpian-Mindlin, ed., Psychoanalysis as Science (Stanford: Stanford University 
Press, 1952). 
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of psychological scientific literature, that whenever we deal with human 
motivations, direct questions are not only inadequate, but unscientific and 
therefore are to be rejected. 

The systematic elements of my argument are the following: 

1. Each individual represents a motivational universe . In order to be 
able to record scientifically how a population is motivated in respect to 
a specific phenomenon, we must first fully understand why each individual, 
as a member of this group, behaves in the way he does. Unless we have 
arrived at such understanding, no meaningful statement about the motiva¬ 
tions of the group can be made. In other words, we have to be clear at the 
end of a motivational interview why Mrs. Brown buys a particular brand 
of coffee. This evidence may include a wide variety of contributing factors. 

2. Direct questioning erroneously presupposes objective insight. “Know 
thyself” is one of the oldest goals set for the individual. We have come 
closer to it, but we are still far from achieving this goal. Whenever we are 
asked why we did what we did, we must analyze our actions and give a 
correct and insightful answer, often within the limit of a few minutes. Even 
if no unconscious factors are at work, we are often incapable of choosing, 
from among the various conflicting motivations of which we may be aware, 
the one which influenced the resulting action. 

3. Rational explanations and rationalizations. The human personality 
does not represent a passive observational field. You cannot simply con¬ 
sider a question as an objective means of discovering what goes on in the 
consumer s mind. Whenever a question is being asked, an active inter¬ 
personal process is instituted. An interviewer or a printed form challenges 
me, as an objective outsider, to give an account of myself. 

Psychology has demonstrated that there are several permanent distortion 
factors which interfere with the objective observation of the motivational 
field. The most important one is our desire to appear rational to ourselves 
and to others. When confronted with an investigation of our motives, we 
first search actively for rational explanations. The danger is great, how¬ 
ever, that this desire to act rationally results in a rationalized answer, a 
pseudo-rational cause for our behavior. 


THE CONCEPT OF “UNIFIED” RESEARCH 

Of course motivational research is not a panacea. There is good and bad 

motivational market research, just as there is good and bad conventional 

market research. What is needed is a unified concept in research, dealing 
with the behavior and motives of human beings 

When the advertiser wants to be able to predict the outcome of his 

3n • 3S ^ c°j as ^' n § f° r motivational answers. If the 

vertiser is satisfied with knowing that most people will drink tea when 
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they are ill, that more people have one car than two cars, use one brand of 
cereal, or listen to a particular radio or TV show, then the techniques 
utilized to approximate census figures should be fully satisfactory to him. 
If the advertiser, however, is not satisfied with finding where his sales are 
good and where they are bad, but wants to bring about changes, wants to 
sell a second car to the family, make them buy his brand of cereal, and 
listen to his TV show, he is invading the field of social sciences and parti¬ 
cularly the field of the psychological disciplines, whether he realises it or not. 

The moment you are dealing with human beings, their opinions and their 
emotions, you are in the field of psychology. It is only too true that the 
social sciences are far from perfect. But this is a complaint that all of us 
have to live with whether we employ conventional market research or moti¬ 
vational market research. 

There is no doubt that motivational market research needs discipline. 
But it has to be the discipline appropriate to its specific nature as a science. 
To insist that, because you have to research 2,000 people to know how many 
people have stomach disorders at a given time, any scientifically proven 
explanation of the real causes of stomach disorder based on experimenta¬ 
tion and an entirely different set of inductive and deductive inferences is 
invalid, is in itself proof of lack of scientific discipline of a much wider 

consequence. 

Prediction of consumer behavior necessitates first understanding of his 
behavior today. As an individual reacting, and at the same time influencing 
the world within which he lives, the motivational researcher is at the same 
time a participant and a shaper of the future world. 


7 / Motivation , Cognition , Learning- 
Basic Factors In Consumer Behavior 

James A. Bayton 

Various aspects of motivation, cognition and learning can be used to explain 
consumer behavior. The author discusses such concepts as ego-involvement, 
“true” versus rationalized motives, need arousal, the ego-superego concept, 
reinforcement, and habit. All of these are treated from the point-of-view of the 
marketing executive who is interested in improving the efficiency of his firm’s 

marketing efforts. 

The analysis of consumer behavior presented here is derived from diverse 
concepts of several schools of psychology—from psychoanalysis to reinforce¬ 
ment theory. 

Human behavior can be grouped into three categories—motivation, 
cognition, and learning. Motivation refers to the drives, urges, wishes, or 
desires which initiate the sequence of events known as “behavior”. Cogni¬ 
tion is the area in which all of the mental phenomena (perception, memory, 
judging, thinking, etc.) are grouped. Learning refers to those changes in 
behavior which occur through time relative to external stimulus conditions. 

Each broad area is pertinent to particular problems of consumer behavior. 
All three together are pertinent to a comprehensive understanding of con¬ 
sumer behavior. 


MOTIVATION 


Human Needs 

Behavior is initiated through needs. Some psychologists claim that words 
such as “motives”, “needs”, “urges”, “wishes”, and “drives” should not be 
used as synonyms; others are content to use them interchangeably. There 
is one virtue in the term “drive” in that it carries the connotation of a force 
pushing the individual into action. 

Motivation arises out of tension-systems which create a state of dis¬ 
equilibrium for the individual. This triggers a sequence of psychological 
events directed toward the selection of a goal which the individual anticipates 
will bring about release from the tensions and the selection of patterns of 
action which he anticipates will bring him to the goal. 

One problem in motivation theory is deriving a basic list of the human 


Source : From Journal of Marketing, national quarterly publication of the 
American Marketing Association, vol. 22, January 1958, pp. 282-289. James A 
Bayton : Projects Manager, National Analysts, Inc. 
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needs. Psychologists agree that needs fall into two general categories—those 
arising from tension-systems physiological in nature (biogenic needs such as 
hunger, thirst, and sex), and those based upon tension-systems existing in 
the individual’s subjective psychological state and in his relation with others 
(psychogenic needs). 

Although there is not much disagreement as to the list of specific biogenic 
needs, there is considerable difference of opinion as to the list of specific 
psychogenic needs. However, the various lists of psychogenic needs can 
be grouped into three broad categories: 


(1) Affectional needs —the needs to form and maintain warm, harmonious, 
and emotionally satisfying relations with others. 

(2) Ego ^bolstering needs —the needs to enhance or promote the person¬ 
ality; to achieve; to gain prestige and recognition; to satisfy the ego through 
domination of others. 

(3) Ego-defensive n^eds —the needs to protect the personality; to avoid 
physical and psychological harm; to avoid ridicule and “loss of face”; to 
prevent loss of prestige; to avoid or to obtain relief from anxiety. 


One pitfall in the analysis of motivation is the assumption that a parti¬ 
cular situation involves just one specific need. In most instances the indivi¬ 
dual is driven by a combination of needs. It seems likely that “love” brings 
into play a combination of affectional, ego-bolstering, and ego-defensive 
needs as well as biogenic needs. Within the combination some needs will 
be relatively strong, others relatively weak. The strongest need within the 
combination can be called the “prepotent” need. A given consumer product 
can be defined in terms of the specific need-combination involved and the 

relative strengths of these needs. 

Another pitfall is the assumption that identical behavior have identical 
motivational backgrounds. This pitfall is present whether we are thinking 
of two different individuals or the same individual at two different points in 
* lme - John and Harry can be different in the motivational patterns leading 
0 the purchase of their suits. Each could have one motivational pattern 
fencing such a purchase at age twenty and another at age forty. 


c involvement 

The C 1 ^ 1 ^ 0r ^ an ^ dimension of motivation is the degree of ego-involvement, 
du 1 Vari0US s P ec ^ c need-patterns are not equal in significance to the indivi- 
^ Ua - Some are superficial in meaning; others represent (for the individual) 
jemendous challenges to the very essence of existence. There is some 

is tli^ 6 ° ne P os ^ ve correlates of degree of ego-involvement 

mean^ am ° Unt C0 S n itive activity (judging, thinking, etc.) involved. This 
^ a ns that consumer goods which tap low degrees of ego-involvement will 
purchased with a relatively lower degree of conscious decision-making 
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activity than goods which tap higher degrees of ego-involvement. Such a 

factor must be considered when decisions are made on advertising and 
marketing tactics. 

At times the ego-involvement factor is a source of conflict between client 

and researcher. This can occur when research reveals that the product taps 

a low degree of ego-involvement within consumers. The result is difficult 

for a client to accept; because he is ego-involved and, therefore, cognitively 

active about his product, consumers must certainly be also. It is hard for 

such a client to believe that consumers simply do not engage in a great 

deal of cognitive activity when they make purchases within his product 

class. One way to ease this particular client-researcher conflict would be 

for the researcher to point out this implication of the ego-involvement 
dimension. 


True” and Rationalized Motives 

A particular difficulty in the study of motivation is the possibility that 

there can be a difference between “true” motives and rationalized motives. 

Individuals sometimes are unaware of the exact nature of drives initiating 

their behavior patterns. When this occurs, they attempt to account for their 

behavior through “rationalization” by assigning motivations to their 

behavior which are acceptable to their personality structures. They may 

do this with no awareness that they are rationalizing. There can be other 

instances, however, in which individuals are keenly aware of their motiva- 

tions, but feel it would be harmful or socially unacceptable to reveal them. 

When this is the case, they deliberately conceal their motivations. 

These possibilities create a problem for the researcher. Must he assume 

a every behavior pattern is based upon unconscious motivation? If not, 

what criteria are to be used in deciding whether to be alert to unconscious 

motivation for this behavior pattern and not that one? What is the relative 

importance of unconscious motives, if present, and rationalized motives? 

ould rationalized motives be ignored? After all, rationalized motives have 

a certain validity for the individual-they are the “real” motives insofar as 
he is aware of the situation. 


™ S ' U 5' 0n * even more complicated than this-what about the dis- 
f T? n ,n L dlVidual actuall y is dissembling, the researcher must 
weTrf f d f ter ™ ne the true motives - But, how shall we determine whether 
semhhJff W H 3 SltUatl0n where , the respondent is rationalizing or dis- 
motive nr tl 3 ^ 1Ven CaSe .’ ^ a P ro i ect ive technique reveal an unconscious 
motives anrfn- ° f 3 dissemb,er? Conceptually, rationalized 

but it L 1 T , m ° tiVeS 3re n0t equal in P^chological implication; 

sumer research d""; ?“ °°* finds attem P ts to negate the two in con- 
understandable ^ t0Ward the anal ysis of motivation. This failure is 

which to base the d'sdnctiom^’ ° f ^ ^ ° f Valid Criteria Up ° n 
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COGNITION 

Need-Arousal 

Motivation, thus, refers to a state of need-arousal—a condition exerting 
“push” on the individual to engage in those activities which he anticipates 
will have the highest probability of bringing him gratification of a particular 
need-pattern. Whether gratification actually will be attained or not is a 
matter of future events. Central to the psychological activities which now 
must be considered in the sequence are the complex of “mental” operations 
and forces known as the cognitive processes. We can view these cognitive 
processes as being purposive in that they serve the individual in his attempts 
to achieve satisfaction of his needs. These cognitive processes are regulatory 
in that they determine in large measure the direction and particular steps 
taken in his attempt to attain satisfaction of the initiating needs. 

The Ego-Superego Concept 

The ego-superego concept is pertinent to a discussion of cognitive activities 
which have been triggered by needs. Discussions of the ego-superego con¬ 
cept usually come under the heading of motivation as an aspect of person¬ 
ality. It is our feeling that motivation and the consequences of motivation 
should be kept systematically “clean”. In the broadest sense, ego and super¬ 
ego are mental entities in that they involve memory, perceiving, judging, 
and thinking. 

The Ego. The ego is the “executive”, determining how the individual 
shall seek satisfaction of his needs. Through perception, memory, judging, 
and thinking the ego attempts to integrate the needs, on the one hand, and 
the conditions of the external world, on the other, in such manner that 
needs can be satisfied without danger or harm to the individual. Often this 
means that gratification must be postponed until a situation has developed, 
or has been encountered, which does not contain harm or danger. The turn¬ 
pike driver who does not exceed the speed limit because he sees signs 
saying there are radar checks is under the influence of the ego. So is the 

driver who sees no cars on a straight stretch and takes the opportunity to 
drive at excessive speed. 

The Superego. The superego involves the ego-ideal and conscience. The 
ego-ideal represents the positive standards of ethical and moral conduct 
the mchvidual has developed for himself. Conscience is, in a sense, the 
judge , evaluating the ethics and morality of behavior and, through guilt- 
feelings, administering punishment when these are violated. If a driver obeys 
t c speed limit because he would feel guilty in doing otherwise, he is under 
the influence of the superego. (The first driver above is under the influence 
of the ego because he is avoiding a fine, not guilt feelings.) 

Specific Examples 

Credit is a form of economic behavior based to some extent upon ego- 


68 


READINGS IN MARKETING MANAGEMENT 


superego considerations. It is generally felt that one cause of consumer- 
credit expansion has been a shift away from the superego’s role in attitudes 
toward credit. The past ego-ideal was to build savings; debt was immoral 
—something to feel guilty about, to avoid, to hide. These two superego 
influences restrained the use of credit. For some cultural reason, credit 
and debt have shifted away from superego dominance and are now more 
under the control of the ego—the primary concern now seems to be how 
much of it can be used without risking financial danger. 

The purchasing of specific consumer goods can be considered from the 
point of view of these two influences. Certain goods (necessities, perhaps) 
carry little superego influence, and the individual is psychologically free to 
try to maximize the probability of obtaining satisfaction of his needs while 
minimizing the probability of encountering harm in so doing. Other goods, 
however, tap the superego. When a product represents an aspect of the 
ego-ideal there is a strong positive force to possess it. Conversely, when a 
product involves violation of the conscience, a strong negative force is 
generated against its purchase. 

Let us assume that, when the need-push asserts itself, a variety of goal- 
objects come into awareness as potential sources of gratification. In con¬ 
sumer behavior these goal-objects may be different brand names. The fact 
that a particular set of goal-objects come into awareness indicates the 
generic character of this stage in the cognitive process—a class of goal- 
objects is seen as containing the possible satisfier. What the class of goal- 
objects and the specific goal-objects within the class “promise” in terms of 
gratification are known as “expectations”. 

There are, then, two orders of expectation: generic expectancies, and 
object-expectancies. Suppose the needs were such that the individual 
thought of brands of frozen orange juice. Some of the generic expecta¬ 
tions for frozen orange juice are a certain taste, quality, source of vitamin 
C, piotection against colds, and ease of preparation. The particular brands 
carry expectations specifically associated with one brand as against another. 

The expectation might be that brand A has a more refreshing taste than 
brand B. 

In many instances, cognitive competition occurs between two or more 
genetic categories before it does between goal-objects within a generic 
category. Much consumer-behavior research is directed toward the investi¬ 
gation of generic categories—tires, automobiles, appliances, etc. But perhaps 
not enough attention has been given to the psychological analysis of 
cognitive competition between generic categories. An example of a problem 
being studied is the competition between television viewing, movie going 
and magazine reading. For a particular producer, cognitive competition 
within the pertinent generic category is usually of more concern than cogni¬ 
tive competition between his generic category and other. The producer 
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usually wants only an intensive analysis of consumer psychology with respect 
to the particular generic category of which his product is a member. 

Let us now assume that under need-push four alternative goal-objects 
(brands A, B, C, and D) came into awareness. Why these particular brands 
and not others? Why are brands E and F absent? An obvious reason for 
brand E’s absence mfght be that the individual had never been exposed to 
the fact that brand E exists. He had been exposed to brand F. however. 
Why is it absent? The problem here is one of memory—a key cognitive 
process. The producers of brands E and F obviously are faced with different 

problems. 

Two sets of circumstances contain the independent vaiiables that deter¬ 
mine whether a given item will be remembered. One is the nature of the 
experience resulting from actual consumption or utilization of the goal- 
object. This will be discussed later when we come to the reinforcement 
theory of learning. The other is the circumstances present on what might 
be called vicarious exposures to the goal-object vicarious in that at the time 
of exposure actual consumption or utilization of the goal-object does not 
occur. The most obvious example would be an advertisement of the goal- 
object. Of course, the essential purpose of an advertisement is to expose 
the individual to the goal-object in such a manner that at some subsequent 
time it will be remembered readily. The search for the most effective 
methods of doing this by manipulation of the physical aspects of the adver¬ 
tisement and the appeals used in it is a continuing effort in consumei- 
behavior research. Finally, for many consumers these two sets of circums¬ 
tances will be jointly operative. Experiences with the goal-object and 
subsequent vicarious exposures can coalesce to heighten the memory 
potential for an item. 

Making a Choice 

With, say, four brands in awareness, the individual must now make a 
choice. What psychological factors underlie this choice? The four brands 
could be in awareness due to the memory factor because they are imme¬ 
diately present in the environment; or some because they are in the 
environment, and the others because of memory. 

The first problem is the extent to which the items are differentiated. 
The various goal-objects have attributes which permit the individual to 
differentiate between them. The brand name is one attribute; package 
another; design still another. These differentiating attributes (from the point 
of view of the consumer’s perceptions) can be called signs or cues. All 
such signs are not equally important in consumer decisions. Certain of them 
are depended upon much more than others. For example, in a study of 
how housewives select fresh oranges, the critical or key signs were thickness 
of skin, color of skin, firmness of the orange, and presence or absence of 
“spots” on the skin. 
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The signs have expectancies associated with them. Package (a sign) can 
carry the expectancy of quality. Thin-skin oranges carry the expectancy of 
juice; spots carry the expectancy of poor taste quality and insufficient 
amount of juice. Often sign-expectancies determined through consumer 
research are irrelevant or invalid. Signs are irrelevant when they do not 
represent a critical differentiating attribute of a goal-object. Certain 
discolorations on oranges have nothing to do with their intrinsic quality. 
Expectancies are invalid when they refer to qualities that do not in fact 
exist in association with a particular sign. 

The different goal-objects in awareness can be assessed in terms of the 
extent to which they arouse similar expectancies. This phenomenon of 
similarity of expectations within a set of different goal-objects is known as 
generalization. One goal-object (brand A, perhaps), because of its associated 
expectancies, can be assumed to have maximum appeal within the set of 
alternative goal-objects. The alternates then can be ordered in terms of 
how their associated expectancies approximate those of brand A. Is this 
ordering and the psychological distances between the items of the nature of: 


Brand A 
Brand B 

or 


Brand C 


Brand A 


Brand B 
Brand C 


These differences in ordering and psychological distance are referred to 

with'brand'R^ 10n In the firSt Case ’ the expectancies associated 

h f 3nd B are , quite similar t0 those for brand A, but are not quite as 
powerful in, appeal. Brand C has relatively little of this. In the second case 

el'aSlltTle 011 ° f “ f ° rm ’ showin S that brand B offers 

gene alLation JS ° § ‘ ompetition to brand A. (There will also be 
generic catevoriEf T ' J t0 C ° gnitive c °“P*ition between 

T^rsrr oi his particuiar brand - he 

Of his cnml g n T a ° n gradient for his product and the products 

distances 'be^ween^positions t /T 8 ^ “Psychological 

^ di ~"~ expectancy! ** ^ 

relate to mental repJe'sentation'"^'1 C ° gnit ‘ Ve P r °cesses as they 
need-arousal. The items brought into 3 '° b,eCts under the instigation of 
expectancies, and the generalization aware ness, the differentiating sign- 

particular cognitive fielTaroused* 011 ™ the Central factors in the 

tant dimension has not yet been mentToned-^^ “ need ' pUsh ’’ 0ne “P 01 " 

y obtaining the goal-object and the acts invoiced in consum- 
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ine or utilizing it. Examples are: “going downtown” to get to a department 
store, squeezing the orange to get its juice, ease of entry into service stations, 

and the operations involved in do-it-yourself house painting. ..... . 

Instrumental acts can have positive or negative value for the individual. 
One who makes fewer shopping trips to down-town stores because of 
traffic and parking conditions displays an instrumental act with negative 
value. Frozen foods are products for which much of the appeal lies in the 
area of instrumental acts. The development of automatic transmissions and 
of power-steering in automobiles are examples of product changes concerned 
with instrumental acts. The point is that concentration upon cognitive 
reactions to the goal-object, per se, could be masking critical aspects of the 
situation based upon cognitive reactions to the instrumental acts involved 
in obtaining or utilizing the goal-object. 


LEARNING 

Goal-Object 

Starting with need-arousal, continuing under the influence of cognitive 
processes, and engaging in the necessary action, the individual arrives at 
consumption or utilization of a goal-object. Using our consumer-behavior 
illustration, let us say that the consumer bought brand A and is now in the 
process of consuming or utilizing it. We have now arrived at one of the 
most critical aspects of the entire psychological sequence. It is with use of 
the goal-object that degree of gratification of the initial needs will occur. 

Reinforcement 

When consumption or utilization of the goal-object leads to gratification 
of the initiating needs there is “reinforcement”. If at some later date the 
same needs are aroused, the individual will tend to repeat the process of 
selecting and getting to the same goal-object. If brand A yields a high-degree 
of gratification, then at some subsequent time, when the same needs arise, 
the consumer will have an increased tendency to select brand A once again. 
Each succeeding time that brand A brings gratification, further reinforce¬ 
ment occurs, thus further increasing the likelihood that in the future, with 
the given needs, brand A will be selected. 

This type of behavior change—increasing likelihood that an act will be 
repeated—is learning; and reinforcement is necessary for learning to take 
place. Continued reinforcement will influence the cognitive processes. 
Memory of the goal-object will be increasingly enhanced; particular sign- 
expectancies will be more and more firmly established; and the generalization 
gradient will be changed in that the psychological distance on this gradient 
between brand A and the competing brand will be increased. 
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Habit 

s' 

One of the most important consequences of continued reinforcement is 
the influence this has on the extent to which cognitive processes enter the 
picture at the times of subsequent need-arousal. With continued reinforce¬ 
ment, the amount of cognitive activity decreases; the individual engages 
less and less in decision-making mental activities. This can continue until, 
upon need-arousal, the goal-obtaining activities are practically automatic. 
At this stage there is a habit. 

Note this use of the term “habit”. One frequently hears that a person 
does certain things by “force of habit”, that habit is an initiator of behavioral 
sequences. Actually habits are not initiating forces in themselves; habits are 
repeated response patterns accompanied by a minimum of cognitive activity. 
There must be some condition of need-arousal before the habit-type response 
occurs. This has serious implications in the field of consumer behavior. The 
promotional and marketing problems faced by a competitor of brand A will 
be of one type if purchase behavior for brand A is habitual, of another if 
this is not true. If the purchase is largely a habit, there is little cognitive 
activity available for the competitor to “work on”. 

Frequency of repeating a response is not a valid criterion for determining 
whether or not a habit exists. An act repeated once a week can be just as 
much a habit as one repeated several times a day. The frequency of a res¬ 
ponse is but an index of the frequency with which the particular need-patterns 
are aroused. Frequency of response also is often used as a measure of the 
strength of a habit. The test of the strength of a habit is the extent to which 
an individual will persist in an act after it has ceased providing need gratifi¬ 
cation. The greater this persistence, the stronger was the habit in the 
first place. 

PROBLEM—CONCEPT—RESEARCH 

The above views integrate concepts in contemporary psychology which 
seem necessary for a comprehensive explanation of human behavior, and 
a Pply these concepts to the analysis of consumer behavior. Each psycho¬ 
logical process touched upon contains areas for further analysis and 
specification. 

Some type of comprehensive theory of human behavior is necessary as a 
working tool to avoid a lack of discipline in attacking problems in consumer 
behavior. Too frequently a client with a practical problem approaches a 
researcher with an indication that all that is needed is a certain methodology 
—depth interviewing, scaling, or projective devices, for example. 

e first step should be to take the practical problem and translate it into 
its pertinent conceptual entities. This phase of the problem raises the ques- 

lon o motivations. Here is a question involving relevance and validity of 
sign expectancies. There is a question dealing with a generalization gradient, 
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etc. Once the pertinent conceptual entities have been identified, and only 
then, we arrive at the stage of hypothesis formulation. Within each con¬ 
ceptual entity, a relationship between independent and dependent variables 
is established as a hypothesis to be tested. 

Often the relation between conceptual entities must be investigated. For 
example, what is the effect of continuing reinforcement on a specific 
generalization gradient? Within the same research project, one psycho¬ 
logical entity can be a dependent variable at one pha.se of the research and an 
independent variable at another. At one time we might be concerned with 
establishing the factors associated with differential memory of sign-expec¬ 
tancies. At another time we could be concerned with the influence of 
remembered sign-expectancies upon subsequent purchase-behavior. 

Discipline requires that one turn to methodology only when the pertinent 
conceptual entities have been identified and the relationships between 
independent and dependent variables have been expressed in the form of 
hypotheses. Fundamentally this sequence in the analysis of a problem serves 
to delimit the methodological possibilities. In any event, the methodologies 
demanded are those which will produce unambiguous tests of each particular 
hypothesis put forth. Finally, the results must be translated into the terms 
of the original practical problem. 

Wc have used the term “discipline” in this phase of our discussion. The 
researcher must discipline himself to follow the above steps. Some find this 
a difficult thing to do and inevitably their data become ambiguous. They 
must resort to improvisation in order to make sense of the result alter the 
project is completed. A research project is truly a work of art when the 
conceptual analysis, the determination of the hypotheses, and the methodo¬ 
logies have been developed in such an “air-tight” sequence that practically 
all that is necessary is to let the facts speak for themselves. 



8/New Dimension in Consumer 
Analysis 

Harper W. Boyd, Jr. and Sidney J. Levy 

In order to insure that customers’ needs and wants are specified in meaningful 
detail marketers must think and make decisions in terms of consumption systems 
in which their products play only a part. Knowledge of the steps involved in 
such a system should prove of considerable value in helping a firm to innovate 
as well as do a more effective job in connection with its basic marketing strategies. 

In recent years there has been an outpouring of management literature 
dealing with a subject which has become known as “the marketing concept ”. 1 
This line of thinking has been well summarized by Peter F. Drucker: 

“If we want to know what a business is we have to start with its purpose. 
And its purpose must lie outside of the business itself. In fact, it must lie 
in society, since a business enterprise is an organ of society. There is only 
one valid definition of business purpose: to create a customer ”. 2 

A logical starting point, under this approach, is to concentrate on the 
functions that the product serves in satisfying a customer’s needs instead of 
becoming preoccupied with the physical aspects of the product itself. Phrased 
in terms of functions, companies sell such things as transportation, nutrition, 
energy, comfort, self-expression, escape, intellectual development, and con¬ 
formity; rather than cars, bread, oil, pillows, pens, novels, textbooks, and 
uniforms. 

Certainly, this is a good start. By taking such a conceptual approach, 
many companies have sharpened their marketing effort by (a) researching 
and analyzing why customers (or potential customers) buy (or don’t buy) 

1 See, for example, Theodore Levitt, “Marketing Myopia”, HBR July-August 1960. 
p. 56; Fred J. Borch, “The Marketing Philosophy as a Way of Business Life”, American 
Management Association Inc., Marketing Series No. 99, 1957; and J. B. Mckitterick, 

What is the Marketing Management Concept?” The Frontiers of Marketing Thought 
and Science (Chicago, The American Marketing Association, 1957), pp. 71-82. 

2 The Practice of Management (New York, Harper & Brothers, 1954), p. 37. 

Source : From Harvard Business Review, vol. 41, November-Deccmber, 1963, 

pp. 129-140. Harper W. Boyd, Jr. : Professor of Marketing, Stanford University 

Sidney J.^ Levy : Professor of Marketing, Northwestern University. 

Authors note : We wish to acknowledge the helpful insights contributed by 
Professor Edward G. Bursk. 
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particular kinds of products or services, and (b) surveying and identifying 
particular groups of customers (or potential customers) who differ from one 
another in why they buy (or don’t buy) the products or services in question. 
Many of the same companies have also used the marketing concept to instill 
more sense of direction in the non-marketing functions of the business and 
to unify their over-all organizational effort. 

FOR FULL EFFECTIVENESS 

But general adoption of a customer orientation is not enough. Such an 
approach can still fall short of full effectiveness. The trouble is that it does 
not ensure that customers’ needs and wants will be understood and spelled 
out in the comprehensive, meaningful detail that they could and should be. 

It is the purpose of this article to point out the value of thinking and 
making decisions in terms of consumption systems. This, we will show, is 
an effective way to avoid use of generalizations or unrelated specifics, and 
of achieving more innovation, greater market penetration, and more co¬ 
ordinated planning of the total marketing (and corporate) effort. 

By the term consumption system we mean the way a purchaser of a pro¬ 
duct performs the total task of whatever it is that he or she is trying to 
accomplish when using the product—not baking a cake, but preparing a 
meal; not installing a transmission, but building an automobile. 

There are at least three layers of increasingly greater depth in the analysis 
of customers for full marketing effectiveness: 

(1) Looking beyond purchase behavior to use behavior. Whatever reasons 
people have for buying (or not buying) a particular product are clearly rooted 
in how they use that product; and how well it* serves the use to which they 
put it becomes particularly important at times of repurchase. Here focusing 
on the consumption system, though this is broader than the use of the parti¬ 
cular product, does ensure that the use behavior of the consumer will not be 
overlooked since it has to be included as part of the consumption system. 

(2) Deliberately studying the total consumption system for the sake of 
additional insights. The use behavior for a particular product is bound to 
be affected not only by the problem to be solved or the task to be per¬ 
formed by the use of that product but also by the related products and 
related use behaviors that make up the total consumption system in which 
it plays a part; and these effects are subject to marketing applications. 

(3) Analyzing the consumption system in, the further detail of the many 
interrelated subsystems resulting from different kinds of people making 
different use of the same product or the same use of different products. 
Here we can combine market segmentation with consumer motivation for 
maximum effectiveness. Because these different subsystems reflect the 
different goals that people have in using products to solve their problems or 
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perform their tasks, it is possible to pinpoint marketing action to each 
individual subsystem and/or to reassemble such individual marketing actions 

into a coordinated master strategy. 

Let us now look at these three layers of successively greater depth in more 
detail. As we shall see, many marketers already look at use behavior, and a 
number study the consumption system (sometimes without labeling it as 
such, sometimes in the narrower version of “behavior patterns”); but there 
are very few, if any, who carry their analysis to the ultimate step of inter¬ 
related subsystems. 

Use Behavior 

Many companies are sophisticated enough to realize that purchases are 
made not for the sake of the product but of the product’s functions—that is, 
what the product will do in satisfying needs and wants. But unless they 
actually think in terms of how the consumer is using the product, they may 
slip into the error of taking product-oriented action. And one way of making 
use orientation inescapable is to think in terms of the consumption system 
in which the product plays a part. Thus: 

A manufacturer of wrist-watches will recognize that he is serving people s 
needs to know what time it is. Yet he might still concentrate on making 
his watch simply a better timekeeper for the money, and pay major attention 
to the accuracy and dependability that lead people to buy or not buy his 
particular brand or model. 

But the customers’ need for such features depends, in turn, on the use to 
which they put watches in actual practice. First of all, what is the problem 
to be solved or the task to be performed: the scheduling of events, the 
organization of individual effort, the synchronization of related activities, the 
meeting of social obligations, or what? Secondly, what other products or 
services do people use to solve their time problem (e.g. clocks, bells, tele¬ 
phones, other people’s actions or statements); and what are the circumstances 
(light, physical position, degree of hurry, presence of others, nearness of 
clocks, and so on)? It could turn out, for example, that for most people 
it is more important to be able to read the time quickly and clearly than to 
have it actually measured to the precise second. In any event, under¬ 
standing the use behaviors of watch wearers forces attention on the product 
features and selling appeals that will lead to more effective marketing. 

Total System 

However, if marketers only look at the use behavior for their particular 
product or service, and do not go on to wring the full meaning out of the 
way that product fits into the total consumption system representing the 
wider problem or task which it is being used to solve or perform, they still 
may miss valuable leads to marketing action. 
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Consider the housewife. She uses many different systems as she goes about 
her household tasks—cleaning house, preparing food, laundering clothes, 
caring for the baby, getting ready to go out, and the like. Here the house¬ 
wife, like other consumers, functions much as do other economic entities. 
She buys, transports, and changes raw materials into finished products in a 
sequence of events that is more or less efficient, more or less satisfying. Thus, 
a manufacturer who wants the housewife’s “business” has to produce and 
sell a product which will, in meaningful ways, “plug into the systems rele¬ 
vant to her. He has to have a practical understanding of what she is doing 
—the various products she uses, the different actions she takes the total 

system in question. 

Example. Here is a general description of the steps involved in laundering 
clothes. In studying this system, the reader should keep in mind that only 
a bare skeleton is being presented; for the system to be truly meaningful 
much more would have to be known about housewives’ feelings, thoughts, 
and attitudes about what they are doing. (Some speculative marketing 
implications are added in parentheses simply to illustrate the kinds of 
possibilities.) 

The week’s accumulation of laundry is sorted into piles. The housewife 
classifies the clothes to be processed, either by observation or by some pre¬ 
determined set of “rules”. Thus: 

Men’s white shirts may be handled routinely, but an unusually soiled pair 
of trousers may require a decision to be made. The housewife may use such 
standards as appearance, soiling, w’rinkling, odor, length of wearing, and 
type of cloth as bases for her decisions. 

Perhaps the men’s shirts will be delivered to a Chinese laundry some 
distance away. (Here a special service is being used. Why is this service so 
unique? On the other hand, how much of a nuisance is it? Might the 
Chinese laundry begin pickup and delivery? Couldn’t the large commercial 
laundries duplicate this type of laundering?) 

The sorting continues. (How distasteful is sorting to the housewife? 
Perhaps a pow r der to reduce odor and mildew in the laundry hamper would 
be useful. Or perhaps a method of precleaning clothes so that soaking is 
eliminated would be welcome. Could some kind of sorting rack attachment 
to an appliance facilitate the process?) 

White goods form one pile—sheets, pillowcases, towels, underwear, and 
so on. This requires hot water and bleach. Especially dirty spots may need 
individual attention with a brush. (Perhaps a tube of aerosol spray of a 
special cleaning substance could take care of these.) 

Another pile includes the colorful items—blouses, linen napkins, girls’ 
frocks. These may or may not need hot water. They may possibly need a 
bit of mending. (May be a little laundry sewing kit would be handy for this.) 

Still another pile needs very special handling. Perhaps it includes socks, 
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delicate undergarments, synthetics, woolens, to be subdivided into those 
needing cold water, warm water, hand washing, and so on. (Possibly the 
sink that has been designed out of laundry rooms still has its place after all.) 

Some things are to be dry cleaned—sent out or taken to a coin-operated 
machine. (When will home dry cleaning machines be available? And will 
there be a market for them?) 

Doing the laundry. The products that will be used must be at hand— 
often a messy array of boxes, bottles (glass and plastic), spray cans, and 
jars. Like an alchemist the woman will juggle an assortment that may include 
more than one brand of detergent, bluing, starch, bleach, water softener, 
fabric softener, spot remover, soap, and hand lotion! (Conceivably, there is 
room for an integrated line of laundry products with compatible ingredients 
and matched containers to help organize the array of cleaning staples.) Let’s 
see how the system continues and note what other questions arise: 

Piles of clothes are put into the washing machine. Since the piles are of 
different volume and weight, there are problems in loading. Overloading is 
not uncommon; underloading is a wasteful irritation. (This problem has 
been solved by new models that adapt to smaller loads, but are there other 
refinements still possible?) 

There are different kinds of washing machines. The consumer has to 
judge which is best for her and then live with it. “I’d like one that does 
everything automatic, but my service man says those give more trouble, and 
that I’m better off with my simpler machine,” is a statement commonly 
heard among housewives. (Clearly, reliability is still an area with marketing 
potential.) 

Nearby is the box of detergent. The giant box is a real chore to handle 
and to lug from the supermarket. (Volume delivery would seem a good 
solution; and perhaps home delivery of barrel-size containers would offer 
possibilities. Also, since laundries are such wet places, why don’t they do 
something about the boxes that collapse? Plastic containers or plastic- 
bottom boxes would alleviate this problem.) 

Frequently the detergent is added to the wash by pouring from the box 
“about one cup”. There is a general problem of imprecision; women are 
likely to overdo. (Perhaps the directions should be more explicit, or there 
should be warning lights or bells; and perhaps the detergent manufacturer 
could include measuring cups or one-cup automatic dispenser chutes.) 

What to do about bleach is a question that needs to be resolved. It is 
strong and threatening, but routinely useful; powder is safer, but possibly 
less effective. Bleach may be hard on clothes. It is disheartening to have 
clothes get frayed and threadbare. On the other hand, they will wear out 
and it is exciting to contemplate the possibility of a new garment. (The 
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rapidity with which new types of bleaches enter the market indicates that 

there remains an unsatisfied need here.) 

Washing chores vary with the kind of machines women have whether a 

washer-dryer, or separate appliances. As the process goes on, the clothes 
are spread around in different states of handling—dirty, wet, dry, ironed, 
waiting ironing from last time, poorly done pieces that need re-doing, things 
that need touching up. (Laundries and utility rooms are not always well 
planned, even in new homes. There is still a market for intelligent archi¬ 
tectural attention to working space and its organization. On the other hand, 
may there not also be a certain amount of pleasure in being ankle deep in 
clothes that are gradually working their way to cleanliness?) 

Dealing with lint is a problem. Lint removers (Scotch tape, sticky drums, 
and the like) for dry clothes, and lint removers in appliances are helpful, but 
still a bother. Washer and dryer lint traps are commonly neglected and 
may lead to mechanical problems. Many housewives end up washing dark 
things by hand to avoid lint. (Surely improvements are possible here.) 

The housewife continues with the laundry task, perhaps also attending to 
children, preparation of meals, alert to clicks, buzzers, bells, agitator rhythm, 
and so on. Strangely enough, doing the home laundry is more complicated 
and more time-consuming than it used to be, owing to the proliferation of 
fabrics, machines, and washing ingredients. All the way through the system, 
many products are being used—softened water, implements, appliances, 
cleansers, aids—some casually, some with irritation, some with pleasure. 
Too much detergent may produce too many suds; too much softener makes 
the clothes feel too smooth (even “slimy”); too much bleach is hazard; 
the iron may scorch; a pipe leaks; buttons pop off; the dryer burns too hot 
—but the result may be, to the housewife, a fragrant, warm, Huffy pile of 

gratified accomplishment. 

This analysis of the home laundry system is meant only to be suggestive; 
a properly done, more intensive, detailed analysis would be voluminous. 
But, hopefully, even this overly general analysis does indicate how know¬ 
ledge of the total system, more fully and carefully dissected, can alert the 
manufacturer to certain facts: 

The housewife is acting in an orderly or purposeful way, in the terms in 
which she defines her problems and tasks. 

There are a series of interrelated steps which require consumer decision 
making based on knowledge, expectations, and standards (as well as on 
ignorance, surprise, and uncertainty). 

Any laundry product is used with other products with which it must be 
compatible. 

Questions arise from this type of analysis that point the way to new' 
products or to a clearer understanding of consumer motivations by which 
old products can be marketed more effectively. 
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Exhibit 1 illustrates this total home laundering system, 
also indicate how it is made up of several (to some 

subsystems. 


The various circles 
extent overlapping) 


Interrelated Subsystems 

Many companies have gone quite far in another direction: identifying 
consumer groups, usually called market segments, that have different 
c laracteristics which (a) make them particularly good prospects for different 
varieties o product or service, and (b) make special product designs or 
marketing efforts directed at them enough more effective to more than 
repay the added cost of the specialization. But note how much more effec- 

^.i, „ „ _ _. • * • /,*, ■ S • s ed not only into consumer 

characteristics (like income, geographic location, or education) but also into 
cwd subsyste C ° nSUmer ^ oa ' s that distinguish various consumption systems 

^ 0t ' s ev ^ry product (or service) part of some total consumption 

' em ’ Ut a so 1 Lre are lisu ally several distinct and definable subsystems 
in operation, because : 3 


(1) Most problems can be solved with several different products, and 

ost tasks can be performed in several different ways. Think of the various 

ac lvity patterns which are in operation merely in the process of washing 
mens shirts—by hand or machine at home, commercial laundry, the laun- 
romat, Chinese laundry, bachelor service, and so on. 

(2) Different people ha\e different goals in solving a problem or per¬ 
forming a task. Thus: ^ y 

Our wristwatch manufacturer can focus on occupational use—railroad 
engineers, executives, secretaries, night watchmen, and so on (with a 
different subsystem for each, if he finds it worthwhile to go that far). Or he 
can ocus on social use, in which case he may find problems and oppor- 

j . , ^ ^ ^ g on time (which sug- 

°ests automatic timing devices) versus people who use time maturely as a 

°j rC - atln ® to °^ er People in a socially synchronized w'ay (and just how 

they do it may give him,, clues to watches for children, cocktail wear, and 
jewelry adornment). 

Similarly, a manufacturer of a fabric softner will develop one kind of 
orientation if his interest is in consumption systems which relate to fabric 
protection. Longevity, resistance to weather and insects, odor, and hygiene 
-these will be the basic functions he will focus on. But if his interest 
primari y re ates to fabric beautification, then softness, wrinkle-resistance, 
color enhancement, and so on will be the functions of interest to him. 

A company in the petroleum industry will follow quite different courses, 
epen ing on whether it sees itself as fitting into a system which provides 
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power, automotive service, transportation facilitation, or, as some com¬ 
panies are tending, as part of a system involving a conveniently located 
channel of distribution for a variety of products. 

(3) People have different goals for different parts of a total consumption 
system. For example, a home gardener may want to cut his grass as pain¬ 
lessly and quickly as possible, but he may enjoy lavishing great care on his 
rose bushes. 

Example. Now, see what happens when we combine all of these differ¬ 
ences—people, products, and goals—into a network of subsystems. For this 
purpose let us develop our gardening example in detail. 

Suppose there are three major types of gardeners: (a) owners of small 
properties, casual about gardening; (b) owners of small properties, careful 
about gardening; and (c) owners of large properties, casual about gardening. 
In real life, the lines would not be drawn so sharply, there would be much 
overlap, and there would be other types of gardeners; but let us assume that 
for practical purposes they comprise most of the market. 

Further, let us take three kinds of gardening products—lawn mowers, 
sprinklers, and chemical sprays—and see how they fit into the three separate 
systems of the three major types of gardeners. Actually, the three consumer 
groups differ among themselves in the goals that they have for each of the 
products. Even more significantly, within each consumer group the gar¬ 
deners have different goals for the three different products, springing from 
the different ways they use the products in their total gardening consump¬ 
tion systems. Thus, there is a constellation of goals in each case (in real 
life there would of course be as many more sets of goals as there would be 
different products or different uses involved). 

Consider, first, the three different gardening systems for the three different 
types of gardeners (identified by the relative size of their property and their 
general attitude) as far as their lawns and roses arc concerned: 

The small, casual gardener drags out the lawn mower when the grass 
begins to look untidy (to his wife, most likely), gets the job over with as 
quickly and easily as he can. But he loves and enjoys his roses, in part 
because they do not seem to call for the same effort, in part because they 
are more rewarding. So on other, more numerous occasions, he tends his 
roses, pruning them a little, raking around them a little; and if the bugs are 
eating the leaves, he will eagerly buy some chemical preparation and spray 
them, with much concern that he has the right brand. On still other occa¬ 
sions, when the grass looks dry (to his wife) or the roses look thirsty (to 
him), he’ll do some watering, letting the spray cover grass and bushes alike. 

The small, careful gardener, however, will treat both his lawn and his 
roses with great care, on a planned schedule, with different amounts of care 
and different kinds of treatment for each. He is particular about having his 
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grass just the right height—not letting it get so high it looks shaggy or 
cutting it so low it burns—but also varying it according to the season and 
weather. He applies his insecticide and does his watering before it is needed, 
being sure the spray doesn’t wash the chemical off the roses, never watering 
the lawn in the heat of the sun, and doing a lot of deep soaking around the 
roots of the rose bushes. Note that he needs a watering device which will 
not just take care of the lawn but will be right, in a quite different applica¬ 
tion, also for the roses; that he will buy different kinds of chemicals, whose 
properties he knows from reading a horticultural magazine; and that it is 
more important for his lawn mower to have adjustable blades than to be 
easy and simple to use. 

As for the large, casual gardener, every Saturday morning (if. he plays golf 
in the afternoon) or every Saturday afternoon (if he plays golf in the morning), 
he get out his power mower and begins to enjoy the spectacle of himself riding 
up and down on his flashy steed. From time to time he dismounts, for a quick 
drink or to get the watering started where he has just mowed, or both. Finally, 
he gives the roses a quick going over, not noticing the destructive work of the 
bugs unless it gets so bad that it mars the appearance of the total landscape 
—and then, if it does, he sends out impatiently, and with some annoyance, 
for something—anything—with which to spray them. He really enjoys the 
mowing, because it shows him off, but the roses are only a necessary back¬ 
ground, and the watering is a nuisance. 

Next, note that each of the three gardener types has a different set of goals 
for each of the three different products, depending on how he uses them; 
and even though all are gardeners, interested in lawns and roses, their use 
behavior for just this much of their total gardening add up to three times 
three, or nine, subsystems (see Exhibit ii). 

Now consider, more fully, some of the marketing implications of looking 
at gardening as a consumption system made up of consumption subsystems: 

(1) Mention has already been made of the implications for product design 
in the case of one product—lawn sprinklers. In the same way—but with 
different results, because the subsystems of consumption are different for 
the other two products—the insecticide manufacturer and the lawn-mower 
manufacturer can design their products to fit the needs of the three major 
types of gardeners. There are also implications if any one of these manufac¬ 
turers is thinking of diversifying into other products. If an insecticide 
manufacturer with a strong following in the small, casual group wants to 
capitalize on this fact in the mower market, then he must have an economy- 
model mower to go with his high-quality spray. 

(2) In the matter of distribution channels, the same insecticide manu¬ 
facturer faces a dilemma. His lawn mowers may sell through hardware stores 
and discount houses, but the same people who buy mowers there will go to 
a garden center for their ,rose bush sprays (for the sake of professional 
advice). His alternative, then, might be to expand his line of sprays and 



Exhibit II. Analysis of three different products in context of total gardening consumption system ( much abbreviated ) 
with nine subsystems (three different types of gardeners, or market segments, with three subsystems each ) 
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attract the small, careful group B, thus capitalizing on his position in that 
type of outlet. On the other hand, the manufacturer of lawn mowers bought 
principally by the small, casual group could easily diversify into sprinklers, 
since they would be bought by the same people at the same kind of outlet. 

(3) As for advertising, there would be the same crisscross (in some cases, 
re-enforcing; in other cases, conflicting) of quality and complexity versus 
economy and convenience. Involved would be not only the kinds of appeals 
to be used, but also the media to convey them, the amount of money to be 
spent, and even the timing. Manufacturers of lawn-mowers and sprinklers for 
groups A and C would spend less on national advertising, more on cooperative 
advertising (with dealers) or promotion of sales in local newspapers. Manu¬ 
facturers of insecticides would stress chemical quality, early in or ahead of the 
season, in horticultural journals, in order to reach Group B; and do dealer 
promotion with garden centers during the season, for group A. And so on. 

(4) In pricing, too, the problems and opportunities for the nine subsystems 
shown in Exhibit ii would differ because of the different uses (and atten¬ 
dant goals) of the three market segments for the three products. The insecti¬ 
cide manufacturer can charge a high price for his product sold through 
garden centers to groups A and B, but he had better have a cheap product 
(under another brand name, perhaps) for sale through hardware stores to 
group C. And the lawn-mower manufacturer who observes many group A 
gardeners paying a high price for insecticides dare not conclude that these 
same gardeners will also pay a high price for his mowers. 

The important point is that many of these insights would not result from 
geneializations either about market segments or product use, generalizations 
which would hide the sharp differences that become apparent from looking 
at the total consumption system and the nine subsystems corresponding to 
the three different products and the three different types of gardeners. 

If one thinks of the consumer as operating a manufacturing process by 
which some end product emerges, it is easy to see that a variety of systems 
and subsystems would be in operation at any one time and that they would 
have some degree of relationship. While we have no desire to complicate the 
system concept further by introducing the notion of still wider systems, it is 
important for any seller to go far enough in his thinking to relate one con¬ 
sumption system to any wider systems which exist and which have an impor¬ 
tant effect on the operation of the system in which he has an immediate 
interest. For example, a marketer would be ill-advised to define a consump¬ 
tion system for a gardening product without recognizing that this system is 
related to and dependent on a wider system of acts and ideas pertaining to 
the whole changing pattern of leisure time in this country. 

INDUSTRIAL PRODUCTS 

Systems for industrial products are in some ways easier to specify if only 
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because they are more precise and logical in their operation. It can be well 
argued that' anyone producing an industrial good should develop a system 
which starts with the consumer and moves all the way back to the proi uction 
of the goods that, in turn, produce the goods (and so on) which are consume 
by the consumer. The producer of industrial goods or supplies can typically 
be more successful if he helps his potential customers “create a customer . To 
do this requires that he understands the (relative) totality of the system even 
if at best, he learns this primarily from research done by customers. 

At the very minimum, a seller of an industrial product should concern 
himself with “where” his product fils into the manufacturing process of lus 
potential customers. It must be compatible with prior parts of the process 
as well as with subsequent steps. Any change in any part of the process is 
likely to have an effect on all other parls-a fact that the manufacturer selling 
into the system must keep in mind. He can better protect against obsoles¬ 
cence, as well as do a better job of selling, if he knows his constraints, tha 

is, if he understands the needs of the system. . , 

Take, for example, the manufacturer of plastic materials designed to c 

used in the packaging of food: 

This manufacturer would-or should-be concerned with a protection 
system which would solve such problems as spoilage, prevention of color 
fading, shrinkage, product visibility, and ease of storage an snpmen . 
market his product effectively, he would have to know and understand the 
various production systems currently in use by manu acturers o 1 e 
food products: for example, fresh fruit and vegetables, smoked meats, pou ry, 
fish and seafoods, and cheese. In addition, he would have to now t c us 
tribution systems in use, including physical handling, shipment, storage, sie 
life, exposure to store traffic, markups, and amount of handling. Further, he 
would be interested in the consumer system that the product is a part o 
including place of storage, product life span in terms of replacement rate, 

and need for resealing. 

As an actual case in point, the Cryovac Division of W. R. Grace and Com¬ 
pany developed a vacuum-sealing process which in actuality was a major 
component of the total production, distribution, and consumer systems for 
meat, poultry, cheese, and fish. Since the Cryovac process necessitated the 
use of manual or automatic machines, company salesmen had to perfoim 
such activities as helping train labor, helping in the promotion of Cryovac- 
wrapped products to the trade, and helping to show how to install a product 


line using the Cryovac process. 

Agricultural machinery also illustrates the value of the system concept, 
although there is little to suggest that most such manufacturers have applied 
themselves diligently to learning about the various farm systems in effect. 
With the growth in the number of large farms, w 7 e find many analogies 
between farming and manufacturing. More and more machinery is being 
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required to displace high-cost labor. Yet it is doubtful if many manufacturers 

consider,the farm as a systematic production unit, and have studied the 

nature of the job to be done (for instance, on a time and motion basis) to 

determine the most efficient “factory layout” and machinery required. 

On the other hand, farm machines have been developed which represent 

integral systems unto themselves. Some of these machines might have been 

developed earlier if manufacturers had analyzed the total process. Take, for 
example, the harvesting of corn: 


Until recently the corn combine piece of machinery was limited to har¬ 
vesting shelled com in either a moist or dry state. Corn cobs were left in 
the field. Such a machine, of course, represented a radical improvement over 
earlier machines, since it picked and shelled, whereas previously, different 
machines were required. Now corn can be picked, shelled, and mixed or 
combined in the form of whole shelled corn with broken cobs by a single 
machine. In fact, some machinery manufacturers sell in terms of “systems” 
which require the use of two or more pieces of machinery to do a total job. 
Thus, m corn harvesting, one can by the addition of a dryer, a wagon dump, 

uc storage) wagon, and escalators (for moving corn into the bins) 
complete the entire process with one basic machine. 

In the Past few years, the agricultural industry has experienced substantial 

wh?w! , 7 , innovative tacti « of smaller firms versus the giants 

basis M f° n ‘ nu . e argely t0 sel1 machinery on a dollar-per-pound-of-iron 

stand °V hlS nCW machinery S ives evidence that the inventors under- 

anDmach Th pragmatlcally - the natur e and functioning of the system 

has been 1^’ °i T amP ' 3 neW in § enious mechanized potato harvester 
has been developed that permits a crew of 8 to do the work of 30 diggers. 

MARKETING DECISIONS 

The analysis of consumption systems should be helpful to the management 
of a firm in, many ways. It can serve to identify more precisely the com¬ 
pany s corporate objectives, construct a plan of action, organize to carry out 
the plan (including finance, R and D, and production as well as marketing), 
and set up a control-reappraisal system. Here, however, we will discuss the 
elation of consumption systems to marketing strategy and gather together 
a few of the more important implications to show how this focus on con¬ 
sumption systems helps to enrich and coordinate various planning and 
decision-making areas in marketing. & 

Product & Product Line 

sumDtion th sv,m anUfaC l Urer kn ° WS a " d keeps current the details of the con- 

toTess onnnT v' TV° ^ products ’ then he is *" a better position 

opportunities (perhaps he can reset housewife standards with a new 
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or modified product) as well as threats (for example, the development of new 
washing machines which clean by vibration). We can also assume that a 
knowledge of the more important systems will help him to innovate, or at 
least provide him with a better understanding of the chances to innovate. 
The part his product plays in the total system, when made reasonably 
explicit, should enable him to gain a better understanding of his role in the 
consumer’s life. Further, he has a point of reference from which to judge how 
the passage of time and the actions of his competitors may be changing the 
system. Consequently, he will be better able to spot new opportunities as 

they arise. 

More often than not, innovations are actually little more than a rearrange¬ 
ment or collapsing of the parts of a given system. This rearrangement 
usually represents an easier, or less costly, or more attractive, or more 
efficient way of solving the basic need. 3 In most cases, the rearrangement 
of steps involves combining and shortening. Most consumer goods innova¬ 
tions have, in recent years, been of this type. Many new products have been 
created when several “specialized” products have been combined into one. 

Thus: 

A classic example is in the home laundry field where detergents, bluing, 
and softeners have been combined. 

Combination has been accomplished with a number of food products 
such as ready-to-eat cereals with sugar added, lemon-flavored sugar umps 
for tea, frozen vegetables with butter sauce, cake mixes which include eggs, 

and, of course, pre-cooked meals. 

In the world of machines for use in the home, the electric refrigerator 
with automatic defrosting, the gas or electric stove with its automatic 
timer, the radios and hi-fi sets which turn themselves off, the TV sets wit 
their armchair controls, and the garage doors that open on signal, all are 
examples of admirable ingenuity that did not require tapping novel scientific 

principles. 

The car has been the locale of many innovations, all involving a shorten¬ 
ing of steps—automatic transmissions, longer greasing intervals, more mi es 

to an oil change, push-button window washers, to note a few. 

The innovations in cameras have centered recently around doing away 
with the light meter, the range finder, and even the developer as separate 

parts of the system. 

If a manufacturer knows where his product fits into the steps in a system, 
he can better estimate the possibility of effecting innovation. This is accom- 
plished by an examination of the steps prior to and subsequent to the point 
at which the product in question enters the system. He can frequently esti 
mate the vulnerability of his current product by evaluating the other 

3 See Elting E. Morison, "A Case Study of Innovation," Engineering and Science 
Monthly, April 1950. 
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products which enter the system before and after his own product or are used 
in direct conjunction with it. Innovation by reaching back or by reaching 
forward in the system is, as has been stressed earlier, a common fact of life. 

Research and development personnel need such a precise frame of reference 
within which to work. Knowledge of the steps in the individual consumption 
systems as well as the variety of alternative systems employed should provide 
them with the challenge, as well as the operational objectives, they so badly 
need. Assessing what they can do, both with current technology and with 
probable future technological changes, can help them provide the company 
with a higher return on R & D investments. 

It is important, also, not to let one’s thinking become too behavioristic. 
Just analyzing the mechanical steps in a system may not in itself generate 
useful ideas. In analyzing any consumption system, the engineer should 
think about the “problem” that users may feel at any given point. People are 
not always looking for efficiency, economy, and the like, as most impersonal 
analyses tend to assume. They may want distraction, aesthetics, individual 
expressiveness, pretentiousness, speed, and quiet. 

Advertising Strategy 

Advertising effectiveness obviously depends on the availability of a con¬ 
siderable amount of detailed information which will permit the determina¬ 
tion of the role to be played by advertising, the advertising objectives, the 
proper choice of advertising copy, the coordination of advertising with other 
sales promotion activities, and the preparation of the advertising budget. 
Since consumers typically think in terms of product functions subjectively, 
and concern themselves with the ways in which products fit into their acti¬ 
vities, it would seem that the systems approach would prove extremely 
helpful in advertising—if only because it presents a unified picture of the 
process by which a given task is accomplished, including the rationale, 
standards, and emotions involved. At the least such a wholeness would 
help the advertiser see his product in relation to the total operation, to see 
its relative importance to other products used in the system, to understand 
more fully what its real contribution is to the user, and to learn more about 
why it is used. 

Knowing the point of entry of the product into the consumption pattern 
makes the appropriate appeals more apparent. It poses this question: What 
is the unique role the product plays in bridging the gap between prior and 
subsequent steps? Sometimes after analysis of the true action system, rather 
than the presumed, an advertiser may call for changes in his appeals that go 
counter to the overly generalized beliefs about consumer behavior that are 
accepted in his industry. Here are two examples: 

(1) The decision to sell fresh chilled orange juice a “refreshing drink always 
available from your refrigerator” is a case in point. But an analysis of the 
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consumption system for fresh squeezed juice shows obstacles to this idea. 
Housewives typically serve juice in small glasses and have not prepared it 
in quantities to be stored. They regard it as precious. Also it is acid in 
content, they believe; too much is not healthy. And if it stands, its value 
declines’. In the light of this analysis, what should the advertiser do to modify 

the situation? 

(2) Aiming Gleem toothpaste at “people who can’t brush after every meal 
represents an interesting recognition and exploration of an actual system with 
which many people feel uncomfortable because it is not the sanctioned system. 
The TV situations showing why a busy life precludes brushing after every 
meal are ones with which the housewife can readily identify. Here the 

advertiser is adapting to reality. 

Pricing Policy 

As part of solving his price problems, the manufacturer explores the pre¬ 
ferences and educability of his consumers. An analysis of the consumer 
systems employing his products will be extremely helpful. If, for example, a 
“new” product has little effect on the totality of the way consumption is 
currently organized in terms of time, general cost, and final satisfaction in 
the goal, there is little reason to believe that it will command a premium 
price. All too often the manufacturer exaggerates the importance of his new 
item, failing to realize that it is but a very small part of a ramified pattern. 

Conversely, he may underestimate the importance of a small item which 
actually may have much to offer in a lengthy or relatively unpleasant system. 
Here is an interesting illustration: 

A manufacturer of point-of-sale displays used at trade shows and conven¬ 
tions designed a prefabricated unit consisting of a number of panels that could 
be locked together with fiber plugs. The appearance of this prefab unit was 
equal to that of the highest priced wooden displays and could be set up by 
two men in less than one hour. 

Rather than take essentially a cost approach to the problem of what 
initial price to charge for such a new unit, this manufacturer would have 
been well advised to study the consumption system for all such units and 
determine what effect the prefab unit would have on the total system. The 
costs and time involved in the selling process, the shipping costs (from one 
show to another), the deterioration owing to improper handling during ship¬ 
ment, the assembly time at the convention site, the dismantling time, the 
frequency and extent of refurbishing—all these and other components of the 
use system involved (attitudes and feelings of workers at these various steps) 
should have been analyzed before an attempt was made to arrive at a “best” 
market price. 

Pricing may also be related to the expected life span of a product. Instead 
of waiting to see how long an object lasts in wear, manufacturers should 
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maintain an up-to-date, ongoing knowledge of how well and how long the 

product keeps functioning in the system. A far more realistic pricing strategy 
will be the result. 


Personal Selling 

The salesman s role or mission is changing in many firms—especially 
those selling technical products to industry. More and more, he is looked 
upon as a communication link between the seller and the marketplace. 
Increasingly, he is the feedback” agent as to what the market wants and 
needs, as well as being the vertical thrust agent who sells the product. It 
is obvious that to execute these roles with efficiency requires an understanding 
on his part of the systematic process facilitated by his product. For example: 

A salesman selling building materials must be able to demonstrate to 
architects, contractors, and engineers that his product is not only compatible 
with other products in the system, but that it is not at odds with the human 
factors which may be involved, for instance, existing skills of labor. 

House-to-house and route salesmen should be aware of the characteristic 

ongoing patterns of living they are attempting to break into. A route man 

is asking an established system to alter and make a position for him in the 
stream of events. Thus: 

A study for the Jewel Tea Company by Social Research, Inc. found that 
a large number of “customers wanted a route man who was friendly, congenial 
but not too nice’, submissive, and conforming to requests and routines. He 
should be sensitive to the amount of socializing desired by the customer, 
allow her to set the pace, and then follow it quickly and willingly. He should 
follow a regular schedule of visits.”* 

CONCLUSION 


An analysis of consumption systems should provide manufacturers with 
data which are useful in many marketing decision areas. Such analyses give 
a perspective of the process by which consumers satisfy their basic wants 
and needs; they make available a framework within which the company can 

exercise its imagination in product innovation, in advertising strategy develop- 
ment, in pricing policy, and in sales activities. 

But systems can only be understood if they are seen as a series of inter¬ 
facing steps. This coherent, connected view avoids the distortion resulting 
rom s u ying its and pieces of market information which are the usual 
are of the marketer. In particular, the systems approach should facilitate 


Divi<ri^ W Newman, Motivation Research and Marketing Management (Boston 
Division of Research, Harvard Business School, 1957), p. 355. 



93 


NEW DIMENSION IN CONSUMER ANALYSIS 

innovation, since most “new” products are new only in the sense that they 
are a combination of products used in two or more steps in a system. 

Today’s rapidly increasing expenditures for R & D require that the efforts 
of creative personnel be directed towards obtainable and meaningful innova¬ 
tions. These can best be achieved through an understanding of consumer 
systems relevant to their companies’ products. Such an approach should be 
welcomed by technical personnel once they are trained to think along such 

lines. 



91 Management Myopia 

Theodore Levitt 

The author argues in favor of custom-oriented management and demonstrates its 
importance by citing a number of successful and unsuccessful case histories. He 
points out that declining industries were once growth industries and that it was 
management’s failure rather than market saturation which was responsible for the 
declines. To be a success over time requires companies to think of themselves 
not as firms producing goods and services but as those which buy customers. 


SHADOW OF OBSOLESCENCE. 

It is impossible to mention a single major industry that did not at one 
time qualify for the magic appellation of “growth industry”. In each case 
its assumed strength lay in the apparently unchallenged superiority of its 
product. There appeared to be no effective substitute for it. It was itself a 
runaway substitute for the product it so triumphantly replaced. Yet one 
after another of these celebrated industries has come under a shadow. Let 
us look briefly at a few of them, this time taking examples that have so far 
received a little less attention: 

Dry Cleaning. This was once a growth industry with lavish prospects. In 
an age of wool garments, imagine finally being able to get them safely and 
easily cleaned. This boom was on. 

Yet here we are thirty years after the boom started, and the industry is 
in trouble. Where has the competition come from? From a better way of 
cleaning? No. It has come from synthetic fibers and chemical additives that 
have cut the need for dry cleaning. But this is only the beginning. Lurking 
in the wings and ready to make chemical dry cleaning totally obsolescent is 
that powerful magician, ultrasonics. 

Electrical Utilities. This is another one of those supposedly “no-substitute” 
products which has been enthroned on a pedestal of invincible growth. When 
the incandescent lamp came along, kerosene lights were finished. Later the 
water wheel and the steam engine were cut to ribbons by the flexibility, 
reliability, simplicity, and just plain easy availability of electric motors. The 
prosperity of electrical utilities continues to wax extravagant as the home is 

Source : From Innovation in Marketing : New Perspectives for. Profit and 

Growth (Copyright McGraw-Hill Book Company, Inc., New York, 1962), pp. 43-50, 

54-71. Used by special permission. 

Theodore Levitt: Lecturer on Business Administration, Harvard University Graduate 

School of Business Administration. 
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converted into a museum of electrical gadgetry. How can anybody miss by 
investing in utilities, with no competition, nothing but growth ahead? 

But a second look is not quite so comforting. A score of nonutility com¬ 
panies are well advanced toward developing a powerful chemical fuel cell 
which could sit in some hidden closet of every home silently ticking off electric 
power. The electric lines that vulgarize so many neighborhoods will be 
eliminated—so will the endless demolition of streets and service interruptions 
during storms. Also on the horizon is solar energy, again pioneered by non¬ 
utility companies. 

Who says that the utilities have no competition? They may be natural 
monopolies now, but tomorrow they may die natural deaths. To avoid this, 
they too will have to develop fuel cells, solar energy, and other power sources. 
To survive, they themselves will have to plot the obsolescence of what now 
produces their livelihood. 

Grocery Stores. Many people find it hard to realize that there ever was a 
thriving establishment known as the “corner grocery stores”. The super¬ 
market has taken over with a powerful effectiveness. Yet the big food chains 
of the 1930s narrowly escaped being completely wiped out by the aggressive 
expansion of independent supermarkets. The first genuine supermarket was 
opened in 1930, in Jamaica, Long Island. By 1933 supermarkets were thriving 
in California, Ohio, Pennsylvania, and elsewhere. Yet the established chains 
pompously ignored them. When they chose to notice them, it was with such 
derisive descriptions as “cheapy”, “horse and buggy”, “cracker-barrel store¬ 
keeping”, and “unethical opportunists”. 

An executive of one big chain announced at the time that he found it 
“hard to believe that people will drive for miles to shop for foods and 
sacrifice the personal service chains have perfected and to which Mrs. Con¬ 
sumer is accustomed”. 1 As late as 1936, the National Wholesale Grocers 
convention and the New Jersey Retail Grocers Association said there was 
nothing to fear. They said that the supers’ narrow appeal to the price buyer 
limited the size of their market. They had to draw from miles around. When 
imitators came, there would be wholesale liquidations as volume fell. The 
current high sales of the supers was said to be partly due to their novelty. 
Basically people wanted convenient neighborhood grocers. If the neighbor¬ 
hood stores “cooperate with their suppliers, pay attention to their costs, and 
improve their services”, they would be able to weather the competition until 
it blew over. 2 

It never blew over. The chains discovered that survival required going 
into the supermarket business. This meant the wholesale destruction of their 
huge investments in corner-store sites and in established distribution and 
merchandising methods. The companies with “the courage of their convic- 

1 For more details see M. M. Zimmerman, The Supermarket ; A Revolution in 
Distribution, McGraw-Hill Book Company, Inc., New York, 1955, p. 48. 

1 Ibid., pp. 45-47. 



96 


READINGS IN MARKETING MANAGEMENT 


tions” resolutely stuck to the corner-store philosophy. They kept their pride 
but lost their shirts. 

SELF-DECEIVING CYCLE 

But memories are short. For example, it is hard for people who today 
confidently hail the twin messiahs of electronics and chemicals to see how 
things could possibly go wrong with these galloping industries. They pro¬ 
bably also cannot see how a reasonably sensible businessman could have 
been as myopic as the famous Boston millionaire who fifty years ago 
unintentionally sentenced his heirs to poverty by stipulating that his entire 
estate be forever invested exclusively in electric-streetcar securities. His 
posthumous declaration, “There will always be a big demand for efficient 
urban transportation’’, is no consolation to his heirs who sustain life by 
pumping gasoline at automobile filling stations. 

Yet, in a casual survey I took among a group of intelligent business 
executives, nearly half agreed that it would be hard to hurt their heirs by 
tying their estates forever to the electronics industry. When I then con¬ 
fronted them with the Boston streetcar example, they chorused unanimously, 
“That’s different” ! But is it ? Is not the basic situation identical? 

In truth, I believe, there is no such thing as a growth industry. There are 
only companies organized and operated to create and capitalize on growth 
opportunities. Industries that assume themselves to be riding some auto¬ 
matic growth escalator invariably descend into stagnation. The history of 
every dead and dying “growth” industry shows a self-deceiving cycle of 
bountiful expansion and undetected decay. There are four conditions' which 
usually guarantee this cycle: 

1. The belief that growth is assured by an expanding and more affluent 
population 

2. The belief that there is no competitive substitute for the industry’s 
major product 

3. Too much faith in mass production and in the advantages of rapidly 
declining unit costs as output rises 

4. Preoccupation with a product that lends itself to carefully controlled 
scientific experimentation, improvement, and manufacturing cost reduction. 

I should like now to begin examining each of these conditions in some 
detail. To build my case as boldly as possible, I shall illustrate the points 
with reference to three industries—petroleum, automotive, and electronics 
—particularly petroleum, because it spans more years and more vicissitudes. 
Not only do these three have excellent reputations with the general public 
and also enjoy the confidence of sophisticated investors, but their manage-' 
ments have become known for progressive thinking in areas like financial 
control, product research, and management training. If obsolescence can 
cripple even these industries, it can happen anywhere. 
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POPULATION MYTH 

The belief that profits are assured by an expanding and more affluent 
population is dear to the heart of every industry. It takes the edge off the 
apprehensions everybody understandably feels about the future. If consumers 
are multiplying and also buying more of your product or service, you can 
face the future with considerably more comfort than if the market were 
shrinking. An expanding market keeps the manufacturer from having to 
think very hard or imaginatively. If thinking is an intellectual response to a 
problem, then the absence of a problem leads to the absence of thinking. 
If your product has an automatically expanding market, then you will not 
give much thought to how to expand it. 

One of the most interesting examples of this philosophy is provided by 
the petroleum industry. Probably our oldest “growth” industry, it has an 
enviable record. While there are some current apprehensions about its 
growth rate, the industry itself tends to be optimistic. But I believe it can 
be demonstrated that it is undergoing a fundamental yet typical change. 
It is not only ceasing to be a growth industry but may actually be a declining 
one, relative to other business. Although there is widespread unawareness 
of this fact, I believe that, unless it changes drastically, within twenty-five 
years the oil industry may find itself in much the same position of retros¬ 
pective glory that the railroads are now in. Despite its pioneering work in 
developing and applying the present-value method of investment evaluation, 
in employee relations, and in working with backward countries, the petroleum 
business is at times a distressing example of how complacency and wrong¬ 
headedness can stubbornly convert opportunity into near disaster. Only in 
the last two years does it seem to have been aroused out of its heavy slumber. 

One of the characteristics of this and other industries that have believed 
very strongly in the beneficial consequences of an expanding population, 
while at the same time being industries with a generic product for which 
there has appeared to be no competitive substitute, is that the individual 
companies have sought to outdo their competitors by improving on what 
they are already doing. This makes sense, of course, if one assumes that 
sales are tied to the country’s population strings because the customer can 
compare products only on a feature-by-feature basis. Hence I believe it is 
very significant that not since John D. Rockefeller sent free kerosene lamps 
to China has the oil industry done anything really outstanding to create a 
demand for its product. Not even in product improvement has it showered 
itself with eminence. The greatest single improvement, namely, the develop¬ 
ment of tetraethyl lead, came from outside the industry, specifically from 
General Motors and Du Pont. The big contributions made by the industry 
itself are confined to the technology of oil exploration, production, and 
refining. 
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ASKING FOR TROUBLE 


In other words, the industry’s efforts have focused not nearly so much 
on improving the generic product or its marketing as on improving the 
efficiency of getting and making its product. Moreover, its chief product 
has, until quite recently, continuously been defined in the narrowest possible 
terms, namely, gasoline, and not energy, fuel, or transportation. This attitude 

has helped assure that: 

1. Major improvements in gasoline quality in the past have tended not 
to originate in the oil industry itself. Also, the development of superior 
alternative fuels comes from outside the oil industry, as will be shown later. 

2. Major innovations in automobile fuel marketing have been originated 
by small new oil companies that are not primarily preoccupied with produc¬ 
tion or refining. These are the companies that have been responsible for 
the rapidly expanding multipump gasoline stations, with their successful 
emphasis on large and clean layouts, rapid and efficient driveway service, 
and quality gasoline at low prices. 

Thus the oil industry has asked for trouble from outsiders. Sooner or 
later, in this land of hungry inventors and entrepreneurs, a threat is sure 
to come. The possibilities of this will become more apparent when we 
turn to the next dangerous belief of many managements. For the sake of 
continuity, because this second belief is tied closely to the first, I shall 
continue with the same example. 

IDEA OF INDISPENSABILITY 

Until only two years ago the petroleum industry was pretty much 
persuaded that there was no competitive substitute for its major product, 
gasoline—or if there was, that it would continue to be a derivative of crude 
oil, such as diesel fuel or kerosene jet fuel. 

There is a lot of automatic wishful thinking in this assumption. The 
trouble is that most refining companies own huge amounts of crude-oil 
reserves. These have value only if there is a market for products into 
which oil can be converted—hence the tenacious belief in the continuing 
competitive superiority of automobile fuels made from crude oil. 

This idea persisted despite all historic evidence against it. The evidence 
not only shows that oil has never been a superior product for any purpose 
for very long but also that the oil industry has never really been a growth 
industry. It has been a succession of different businesses that have gone 
through the usual historic cycles of growth, maturity, and decay. Its over¬ 
all survival is owed to a series of miraculous escapes from total obsolescence, 
of last-minute and unexpected reprieves from total disaster reminiscent of 
The Perils of Pauline _ 
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PRODUCTION PRESSURES 

Mass-production industries are impelled by a great drive to produce all 
they can. The prospect of steeply declining unit costs as output rises is 
more than most companies can usually resist. The profit possibilities look 
spectacular. All effort focuses on production. The result is that marketing 

gets neglected. 

John Kenneth Galbraith contends that just the opposite occurs. 4 Out¬ 
put is so prodigious that all effort concentrates on trying to get rid of it. 
He says this accounts for signing commercials, desecration of the country¬ 
side with advertising signs, and other wasteful and vulgar practices. 
Galbraith has a finger on something real, but he misses the strategic point. 
Mass production does indeed generate great pressure to move the product. 
But what usually gets emphasized is selling, not marketing. Marketing, 
being a more sophisticated and complex process, gets ignored. 

The difference between marketing and selling is more than semantic. 
Selling focuses on the needs of the seller, marketing on the needs of the 
buyer. Selling is preoccupied with the seller’s need to convert his product 
into cash; marketing with the idea of satisfying the needs of the customer 
by means of the product and the whole cluster of things associated with 

creating, delivering, and finally consuming it. 

In some industries the enticements of full mass production have been 
so powerful that for many years top management in effect has told the sales 
departments, “You get rid of it; we’ll worry about profits’’. By contrast, 
a truly marketing-minded firm tries to create value-satisfying goods and 
services that consumers will want to buy. What it offers for sale includes 
not only the generic product or service but also how it is made available 
to the customer, in what form, when, under what conditions, and at what 
terms of trade. Most important, what it offers for sale is determined not 
by the seller but by the buyer. The seller takes his cues from the buyer in 
such a way that the product becomes a consequence of the marketing effort, 
not vice versa. 

LAG IN DETROIT 

The above may sound like an elementary rule of business, but that does 
not keep it from being violated wholesale. It is certainly more violated than 
honored. Take the automobile industry, for example. 

Here mass production is most famous, most honored, and has the 
greatest impact on the entire society. The industry has hitched its star to 
the relentless requirements of the annual model change, a policy that makes 
customer orientation an especially urgent necessity. Consequently the auto- 

3 John Kenneth Galbraith, The Affluent Society , Houghton Mifflin Company, Boston, 
1958, pp. 152-160. 
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companies spend millions of dollars a year on consumer research. But the 
fact that the new compact cars sold so well in the very first year of the 
“Big Three’s” entry into this field indicates that Detroit’s vast researches 
had for a long time failed to reveal what the customer really wanted. Detroit 
was not persuaded that he wanted anything different from what he had been 
getting until it lost millions of customers to other small-car manufacturers. 

How could this unbelievable lag behind consumer wants have been per¬ 
petuated so long? Why did not research uncover consumer preferences 
before consumers’ buying decisions themselves revealed the facts? Is that 
not what consumer research is for—to find out before the fact what is going 
to happen? The answer is that Detroit never properly researched the 
customer s wants. It only investigated his preferences among the kinds of 
things which it had already decided to offer him. For Detroit was mainly 
product-oriented, not customer-oriented. To the extent that the customer 
was recognized as having needs that the manufacturer should try to satisfy, 
Detroit usually acted as if the job could be done entirely by product changes. 

Occasionally financing got some attention too, but that was more in order 
to sell than to enable the customer to buy. 

As for taking care of other customer needs, there is not enough being done 
to write about. The area of the greatest unsatisfied needs are ignored, or at 
best get stepchild attention. These areas are at the point of sale and on 
the matter of automotive repair and maintenance. Detroit considers these 
problem areas as being of secondary importance. This is underscored by the 
fact that the retailing and servicing ends of the industry are neither owned 
and operated nor controlled by the manufacturers. Once the car is produced, 
things are pretty much in the dealer’s inadequate hands. Illustrative of 
Detroit s arm s-length attitude is the fact that, while servicing holds enormous 
sales-stimulating, profit-building opportunities, only fifty-seven of Chev¬ 
rolet’s 7,000 dealers provided night maintenance service in 1960. 

Motorists repeatedly express their dissatisfaction with servicing and their 
apprehensions about buying cars under the present selling setup. The 
anxieties and problems they encounter during the auto-buying and auto¬ 
maintenance processes are probably more intense and widespread today than 
thirty years ago. Yet the automobile companies do not seem to listen to or 
take their cues from the anguished consumer. If they do listen, it must be 
through the filter of their own preoccupation with production. The marketing 
effort is still viewed as a necessary consequence of the product, not 
vice versa, as it should be. That is the legacy of mass production, 

with its parochial view that profit resides essentially in low-cost full 
production. 

WHAT FORD PUT FIRST 

The piofit lure of mass production obviously has a place in the plans and 
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strategy of business management, but it must always follow hard thinking 
about the customer. This is one of the most important lessons that we can 
learn from the contradictory behavior of Henry Ford. In a sense Ford was 
both the most brilliant and the most senseless marketer in American history. 
He was senseless because he refused to give the customer anything but a 
black car. He was brilliant because he fashioned a production system designed 
to fit market needs. We habitually celebrate him for the wrong reason, his 
production genius. His real genius was marketing. We think he was able 
to cut his selling price and therefore sell millions of $500 cars because his 
invention of the assembly line had reduced the costs. Actually he invented 
the assembly line because he had concluded that at S500 he could sell millions 
of cars. Mass production was the result not the cause of his low prices. 

Ford repeatedly emphasized this point, but a nation of production- 
oriented business managers refuses to hear the great lesson he taught. Here 
is his operating philosophy as he succinctly expressed it: 


Our policy is to reduce the price, extend the operations, and improve the 
article. You will notice that the reduction of price comes first. We have 
never considered any costs as fixed. Therefore we first reduce the price 
to the point where we believe more sales will result. Then we go ahead 
and try to make the prices. We do not bother about the costs. The new 
price forces the costs down. The more usual way is to take the costs and 
then determine the price, and although that method may be scientific in 
the narrow sense, it is not scientific in the broad sense, because what 
earthly use >s it to know the cost if it tells you that you cannot manu¬ 
facture at a price at which the article can be sold? But more to the point 
is the fact that, although one may calculate what a cost is, and of course 
all of our costs are carefully calculated, no one knows what a cost ought 
to be. One of the ways of discovering... is to name a price so low as to 
force everybody in the place to the highest point of efficiency. The low 
price makes everybody dig for profits. We make more discoveries con¬ 
cerning manufacturing and selling under this forced method than by any 
method of leisurely investigation. 4 

PRODUCT PROVINCIALISM 

The tantalizing profit possibilities of low unit production costs may create 
the most seriously self-deceiving attitude that could afflict a company, parti¬ 
cularly a “growth” company where an apparently assured expansion of 
demand already tends to undermine a proper concern for the importance of 
marketing and the customer. 

The usual result of this narrow preoccupation with so-called “concrete 

4 Henry Ford, My Life and Work, Doubleday and Company, Inc., New York, 1923, 
pp. 146-147. 
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matters” is that, instead of growing, the industry declines. It usually means 
that the product fails to adapt to the constantly changing patterns of con¬ 
sumer needs and tastes, to new and modified marketing institutions and 
practices, or to product developments in competing or complementary 
industries. The industry has its eyes so firmly on its own specific product 
that it does not see how it is being made obsolete. 

The classical example of this is the buggy-whip industry. No amount of 
product improvement could stave off its death sentence. But had the indus¬ 
try defined itself as being in the transportation business rather than in the 
buggy-whip business, it might have survived. It would have done what 
survival always entails, that is, change. Even if it had only defined its 
business as providing a stimulant or catalyst to an energy source, it might 

have continued existence by becoming a manufacturer of, say, fanbelts or 
air cleaners. 

What may someday be a still more classical example is, again, the oil 
industry. Having let others steal marvellous opportunities from it (e.g., 
natural gas, as already mentioned, missile fuels, and jet engine lubricants), 
one would expect it to have taken steps to prevent its happening again. 
But this is not the case. There have been extraordinary new developments 
in fuel systems specifically designed to power automobiles. Not only are 
these developments concentrated in firms outside the petroleum industry, 
but until their delinquency was pointed out to them a few years ago, most 
petroleum companies almost systematically ignored them, securely content 
in their wedded bliss to oil. It is the story of the kerosene lamp versus the 
incandescent lamp all over again. Most big oil companies are still trying 
to improve hydrocarbon fuels rather than to develop fuels best suited to 
the needs of their users, whether or not made in different ways and with 
different raw materials from oil. 

Here are some of the things which nonpetroleum companies are work¬ 
ing on: 

Over a dozen firms now have advanced working models of energy systems 
which, when perfected, may very well replace the internal-combustion 
engine and eliminate the demand for gasoline. The superior merit of each 
of these systems is their elimination of frequent, time-consuming, and irritat¬ 
ing refueling stops. Most of these systems are fuel cells designed to create 
electric energy directly from chemicals without combustion. Most of them 
use chemicals that are not derived from oil, generally hydrogen and oxygen. 
The fact that hydrogen-oxygen systems remain crude and now entail serious 
combustion hazards has tranquilized most oil companies into a comforting 
reassurance of their own immortality. 

Several nonpetroleum companies have advanced models of electric storage 
batteries designed to power automobiles. One of these firms is an aircraft 
producer that is working jointly with several electrical utility companies. 
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The latter hope to use off-peak generating capacity to supply overnight plug¬ 
in battery regeneration. Another company, also using the battery approach, 
is a medium-size electronics firm with extensive small-battery experience 
that it developed in connection with its work on hearing aids. It is colla¬ 
borating with an automobile manufacturer. Recent improvements arising 
from the need for high-powered miniature power storage plants in rockets 
have put us within reach of a relatively small battery capable of withstanding 
great overloads or surges of power. Germanium diode applications and 
batteries using sintered-plate and nickel-cadmium techniques promise to 
make a revolution in our energy sources. 

Solar energy conversion systems are also getting increasing attention. One 
usually cautious Detroit auto executive not long ago ventured that solar- 
powered cars might be common by 1980. 

As for most oil companies, they are more or less “watching develop¬ 
ments”, as one research director put it to me. Two years ago only a few 
were doing any research on fuel cells, and that was almost always confined 
to developing cells powered by hydrocarbon chemicals. None of them were 
enthusiastically researching fuel cells, batteries, or solar power plants. None 
of them were spending a fraction as much on research in these profoundly 
important areas as they are on the usual run-of-the-mill things like reducing 
combustion-chamber deposit in gasoline engines. One major integrated 
petroleum company not long ago took a tentative look at the fuel cell and 
concluded that although “the companies actively working on it indicate a 
belief in ultimate success... the timing and magnitude of its impact are too 
remote to warrant recognition in our forecasts”. 

One might, of course, ask: Why should the oil companies do anything 
different? Would not chemical fuel cells, batteries, or solar energy kill the 
present product lines? The answer is that they would indeed, and that is 
precisely the reason for the oil firms having to develop these power units 
before their competitors, so they will not be companies without an industry. 

Management might be more likely to do what is needed for its own 
preservation if it thought of itself as being in the energy business, as a 
couple of companies have now announced themselves to be. But even that 
is not enough if they persist in imprisoning themselves in the narrow grip 
of their tight product orientation. They have to think of themselves as 
taking care of customer needs, not finding, refining, or even selling oil. 
Once they genuinely think of their business as taking care of people’s 
transportation or energy needs, nothing can stop them from creating their 
own extravagantly profitable growth. 

“CREATIVE DESTRUCTION” 

• Since words are cheap and deeds are dear, it may be appropriate to 
indicate what this kind of thinking involves and leads to. Let us start at 
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the beginning—the customer. It can be shown that motorists strongly 
dislike the bother, delay, and experience of buying gasoline. People actually 
do not buy gasoline. They cannot see it, taste it, feel it, appreciate it, or 
really test it. What they buy is the right to continue driving their cars. 
The gas station is like a tax collector to whom people are compelled to pay 
a periodic toll as the price of using their cars. This makes the gas station 
a basically unpopular institution. It can never be made popular or pleasant, 
only less unpopular, less unpleasant. 

To reduce its unpopularity completely means eliminating it. Nobody likes 
a tax collector, not even a pleasantly cheerful one. Nobody likes to 
interrupt a trip to buy a phantom product, not even from a handsome Adonis 
or a seductive Venus. Hence companies that are working on exotic fuel 
substitutes which will eliminate the need for frequent refueling are heading 
directly into the outstretched arms of the irritated motorist. They are 
riding a wave of inevitability, not because they are creating something which 
is technologically superior or more sophisticated, but because they are satis¬ 
fying a powerful customer need. 

Once the petroleum companies recognize the customer-satisfying logic of 
what another power system can do, they will see that they have no more 
choice about working on an efficient, long-lasting fuel (or some way of 
delivering present fuels without bothering the motorist) than the big food 
chains had about going into the supermarket business, or the vacuum-tube 
companies had about making semiconductors. For their own good the oil 
firms will have to destroy their own highly profitable assets. No amount 
of wishful thinking can save them from the necessity of engaging in this 
form of “creative destruction”. 

I phrase the need as strongly as this because I think management must 
make quite an effort to break itself loose from conventional ways. It is all 
too easy in this day and age for a company or industry to let its sense of 
purpose become dominated by the economies of full production and to 
develop a dangerously lopsided product orientation. In short, if manage¬ 
ment lets itself drift, it invariably drifts in the direction of thinking of itself 
as producing goods and services, not customer satisfactions. While it pro¬ 
bably will not descend to the depths of telling its salesmen, “You get 
rid of it; we 11 worry about profits”, it can, without knowing it, be 
practicing precisely that formula for withering decay. The historic fate of 

one growth industry after another has been its suicidal product 
provincialism. 

DANGERS OF R & D 

Another big danger to a firm’s continued growth arises when top manage¬ 
ment is wholly transfixed by the profit possibilities of technical research 
and development. To illustrate I shall turn first to a new industry— 
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electronics—and then return once more to the oil companies. By comparing 
a fresh example with a familiar one, I hope to emphasize the prevalence and 
insidiousness of a hazardous way of thinking. 

In the case of electronics, the greatest danger which faces the glamorous 
new companies in this field is not that they do not pay enough attention to 
research and development but that they pay too much attention to it. And 
the fact that the fastest-growing electronics firms owe their eminence to 
their heavy emphasis on technical research is completely beside the point. 
They have vaulted to affluence on a sudden crest of unusually strong general 
receptiveness to new technical ideas. Also, their success has been shaped 
in the virtually guaranteed market of military subsidies and by military 
orders that in many cases actually preceded the existence of facilities to 
make the products. Their expansion has, in other words, been almost 
totally devoid of marketing effort. 

Thus they are growing up under conditions that come dangerously close 
to creating the illusion that a superior product will sell itself. Having 
created a successful company by making a superior product, it is not 
surprising that management continues to be oriented toward the product 
rather than the people who consume it. It develops the philosophy that 
continued growth is a matter of continued product innovation and im¬ 
provement. 

A number of other factors tend to strengthen and sustain this belief: 

1. Because electronic products are highly complex and sophisticated, 
managements become top-heavy with engineers and scientists. This creates 
a selective bias in favor of research and production at the expense of 
marketing. The organization tends to view itself as making things rather 
than satisfying customer needs. Marketing gets treated as a residual activity, 
“something else” that must be done once the vital job of product creation 
and production is completed. 

2. To this bias in favor of product research, development, and production 
is added the bias in favor of dealing with controllable variables. Engineers 
and scientists are at home in the world of concrete things like machines, 
test tubes, production lines, and even balance sheets. The abstractions 
toward which they feel kindly are those which are testable or manipulatable 
in the laboratory, or if not testable, then functional, such as Euclid’s axioms. 
In short, the managements of the new glamour-growth companies tend to 
favor those business activities which lend themselves to careful study, 
experimentation, and control—the hard, practical realities of the lab, the 
shop, the books. 

What get shortchanged are the realities of the market. Consumers are 
unpredictable, varied, fickle, stupid, shortsighted, stubborn, and generally 
bothersome. This is not what the engineer-managers say, but deep down 
in their consciousness it is what they believe. And this accounts for their - 
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concentrating on what they know and what they can control* namely, 
product research, engineering, and production. The emphasis on production 
becomes particularly attractive when the product can be made at declining 
unit costs. There is no more inviting way of making money than by running 
the plant full blast. 

Today the top-heavy science-engineering-production orientation of so many 
electronics companies works reasonably well because they are pushing into 
new frontiers in which the armed services have pioneered virtually assured 
markets. The companies are in the felicitous position of having to fill, 
not find, markets; of not having to discover what the customer needs and 
wants, but of having the customer voluntarily come forward with specific 
new-product demands. If a team of consultants had been assigned specifi¬ 
cally to design a business situation calculated to prevent the emergence and 
development of a customer-oriented marketing viewpoint, it could not have 
produced anything better than the conditions just described. 

STEPCHILD TREATMENT 

The oil industry is a stunning example of how science, technology, and 
mass production can divert an entire group of companies from their main 
task. To the extent the consumer is studied at all, the focus is forever on 
getting information which is designed to help the oil companies improve 
what they are now doing. Most of them generally try to discover more con¬ 
vincing advertising themes, more effective sales promotion drives, what the 
market shares of the various companies are, what people like or dislike 
about service-station dealers and oil companies, and so forth. Few companies 
seem as interested in probing deeply into the basic human needs that the 
industry might be trying to satisfy as in probing into the basic properties of 
the raw material that the companies work with in trying to deliver customer 
satisfactions. 

Basic questions about customers and markets seldom get asked. The latter 
occupy a stepchild status. They are recognized as existing, as having to be 
taken care of, but not worth very much real thought or dedicated attention. 
Nobody gets as excited about the customers in his own backyard as about 
the oil in the Sahara Desert. Nothing illustrates better the neglect of 
marketing than its treatment in the industry press. 

The centennial issue of the American Petroleum Institute Quarterly, 
published in 1959 to celebrate the discovery of oil in Titusville, Pennsylvania, 
contained twenty-one feature articles proclaiming the industry’s greatness. 
Only one of these talked about its achievements in marketing, and that was 
only a pictorial record of how service-station architecture has changed. The 
issue also contained a special section on “New Horizons’’, which was devoted 
to showing the magnificent role oil would play in America’s future. Every 
reference was ebulliently optimistic, never once implying that oil might have 
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some hard competition. Even the reference to atomic energy was a cheerful 
catalogue of how oil would help make atomic energy a success. There was 
not a single apprehension that the oil industry’s affluence might be threatened 
or a suggestion that one “New Horizon” might include new and better ways 
of serving oil’s present customers. 

But the most revealing example of the stepchild treatment that marketing 
gets was still another special series of short articles on “The Revolutionary 
Potential of Electronics”. Under that heading the following article titles 
appeared in the table of contents: “In the Search for Oil,” “In Production 
Operations”, “In Refinery Processes”, “In Pipeline Operations”. 

Significantly, every one of the industry’s major functional areas is listed, 
except marketing. Why? Either it is believed that electronics holds no 
revolutionary potential for petroleum marketing (which is palpably wrong), 
or the editors forgot to discuss marketing (which is more likely and illustrates 
its stepchild status). 

The order in which the four functional areas are listed also betrays the 
past alienation of the oil industry from the consumer. The industry is 
implicitly defined as beginning with the search for oil and ending with its 
distribution from the refinery. But the truth is that this industry, as all 
industries, begins with the needs of the customer for its product. From that 
primal position its definition moves steadily backstream to areas of pro¬ 
gressively lesser importance, until it finally comes to rest at the “search 
for oil”. 

BEGINNING AND END 

The view that an industry is a customer-satisfying process, not a goods- 
producing process, is vital for all businessmen to understand. An industry 
begins with the customer and his needs, not with a patent, a raw material, 
or a selling skill. Given the customer’s needs, the industry develops back¬ 
ward, first concerning itself with the physical delivery of customer satis¬ 
factions.. Then it moves back further to creating the things by which these 
satisfactions are in part achieved. How these materials are created is a matter 
of indifference to the customer; hence the particular form of manufacturing, 
processing, or what have you, cannot be considered as a vital aspect of the 

industry. Finally, the industry moves back still further to finding the raw 
materials necessary for making its products. 

The irony of some industries oriented toward technical research and 
development is that the scientists who occupy the high executive positions 
are totally unscientific when it comes to defining their companies’ overall 
needs and purposes. They violate the first two rules of the scientific method 
—being aware of and defining their companies’ problems, and then develop¬ 
ing testable hypotheses about solving them. They are scientific only about 
the convenient things, such as laboratory and product experiments. The 
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reason that the customer (and the satisfaction of his deepest needs) is not 

considered as being “the problem” is not because there is any certain belief 

that no such problem exists but because an organizational lifetime has 

conditioned management to look in the opposite direction. Marketing is a 
stepchild. b 

I do not mean that selling is ignored. Far from it. But selling, again, is 
not marketing. As already pointed out, selling concerns itself with the tricks 
and techniques of getting people to exchange their cash for your product. 
It is not concerned with the values that the exchange is all about. And 
i oes not, as marketing invariably does, view the entire business process 
as consisting of a tightly integrated effort to discover, create, arouse, and 
satisfy customer needs. The customer is somebody “out there” who, with 
proper cunning, can be separated from his loose change. 
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101 Product Differentiation and Market 
Segmentation as Alternative 
Marketing Strategies 

Wendell R. Smith 

While contemporary economic theory deals with the nature of product differen¬ 
tiation and its effect upon the operation of the total economy, the alternative 
marketing strategies available to planners and merchandisers of products have 
received less attention. 

This article compares and analyzes the alternative strategies of product dif¬ 
ferentiation and market segmentation. The origin of each strategy is traced to 
diversities in supply and in consumer demand. Several reasons for the emer¬ 
gence of the market segmentation strategy are discussed. 

During the decade of the 1930’s, the work of Robinson and Chamberlin 
resulted in a revitalization of economic theory. While classical and 
neoclassical theory provided a useful framework for economic analysis, the 
theories of perfect competition and pure monopoly had become inadequate 
as explanations of the contemporary business scene. The theory of perfect 
competition assumes homogeneity among the components of both the demand 
and supply sides of the market, but diversity or heterogeneity had come to be 
the rule rather than the exception. This analysis reviews major marketing 
strategy alternatives that are available to planners and merchandisers of 
products in an environment characterized by imperfect competition. 

Diversity in Supply 

That there is a lack of homogeneity of close similarity among the items 
offered to the market by individual manufacturers of various prodcuts is 
obvious in any variety store, department store, or shopping center. In many 
cases the impact of this diversity is amplified by advertising and pro¬ 
motional activities. Today’s advertising and promotion tends to emphasize 
appeals to selective rather than primary buying motives and to point out 

the distinctive or differentiating features of the advertiser’s product or 
service offer. 

The presence of differences in the sales offers made by competing suppliers 
produces a diversity in supply that is inconsistent with the assumptions of 
earlier thory. The reasons for the presence of diversity in specific markets 
are many and include the following: 

Source : From Journal of Marketing, national quarterly publication of the 
American Marketing Association, vol. 21, July 1956, pp. 3-8. Wendell R. Smith 
Alderson and Sessions. 
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1. Variations in the production equipment and methods or processes used 

by different manufacturers of products designed for the same or similar 

• * | ^ • \ m 

uses. * , 

2. Specialized or superior resources enjoyed by favorably situated manu¬ 
facturers. . 

3. Unequal progress among competitors in design, development, and 
improvement of products. 

4. The inability of manufacturers in some industries to eliminate product 
variations even through the application of quality control techniques. 

5. Variations in producers’ estimates of the nature of market demand with 

reference to such matters as price sensitivity, color, material, or package 
size. . • 

^ • 

Because of these and other factors, both planned and uncontrollable 

differences exist in the products of an industry. As a result, sellers make 

different appeals in support of their marketing efforts. 

• • 

Diversity or Variations in Consumer Demand 

Under present-day conditions of imperfect competition, marketing man¬ 
agers are generally responsible for selecting the over-all marketing strategy 
or combination of strategies best suited to a firm’s requirements at any parti¬ 
cular point in time. The strategy selected may consist of a program designed 
to bring about the convergence of individual market demands for a variety 
of products upon a single or limited offering to the market. This is often 
accomplished by the achievement of product differentiation through adver¬ 
tising and promotion. In this way, variations in the demands of individual 
consumers are minimized or brought into line by means of effective use of 
appealing product claims designed to make a satisfactory volume of demand 
converge upon the product or product line being promoted. This strategy 
was once believed to be essential as the marketing counterpart to standardi¬ 
zation and mass production in manufacturing because of the rigidities 
imposed by production cost considerations. 

In some cases, however, the marketer may determine that it is better to 
accept divergent demand as a market characteristic and to adjust product 
lines and marketing strategy accordingly. This implies ability to mer¬ 
chandise to a heterogeneous market by emphasizing the precision with 
which a firm s products can satisfy the requirements of one or more dis¬ 
tinguishable market segments. The strategy of product differentiation here. 

gives way to marketing programs based upon measurement and definition 
of market differences. 

^ack of homogeneity on the demand side may be based upon, different 
customs,; desire for variety, or desire for exclusiveness or may arise from 
basic differences in user needs. Some divergence in demand is the result of 
shopping errors in the market. Not all. consumers have the desire or the 
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ability to shop in a sufficiently efficient or rational manner as to bring about 
selection of the most needed or most wanted goods or services. 

Diversity on the demand side of the market is nothing new to sales 
management. It has always been accepted as a fact to be dealt with in 
industrial markets where production to order rather than for the market is 
common. Here, however, the loss of precision in the satisfying of customer 
requirements that would be necessitated by attempts to bring about con¬ 
vergence of demand is often impractical and, in some cases, impossible. 
However, even in industrial marketing, the strategy of product differen¬ 
tiation should be considered in cases where products are applicable to 
several industries and may have horizontal markets of substantial size. 

Long-Term Implications 

While contemporary economic theory deals with the nature of product 
differentiation and its effects upon the operation of the total economy, the 
alternative strategies of product differentiation and market segmentation 
have received less attention. Empirical analysis of contemporary marketing 
activity supports the hypothesis that, while product differentiation and 
market segmentation are closely related (perhaps even inseparable) con¬ 
cepts, attempts to distinguish between these approaches may be productive 
of clarity in theory as well as greater precision in the planning of marketing 
operations. Not only do strategies of differentiation and segmentation call 
for differing systems of action at any point in time, but the dynamics of 
markets and marketing underscore the importance of varying degrees of 
diversity through time and suggest that the rational selection of marketing 
strategies is a requirement for the achievement of maximum functional 
effectiveness in the economy as a whole. 

If a rational selection of strategies is to be made, an integrated approach 
to the minimizing of total costs must take precedence over separate 
approaches to minimization of production costs on the one hand and 
marketing costs on the other. Strategy determination must be regarded as 
an over-all management decision which will influence and require facilitating 
po lcies affecting both production and marketing activities. 

Differences Between Strategies of Differentiation and Segmentation 

Product differentiation and market segmentation are both consistent with 
the framework of imperfect competition. 1 In its simplest terms, product 
differentiation is concerned with the bending of demand to the will of 
suppiy, it is an attempt to shift or to change the slope of the demand curve 
for the marketing offering of an individual supplier. This strategy may also 
be employed by a group of suppliers such as a farm cooperative, the 
members of which have agreed to act together. It results from the desire 

1 Imperfect competition assumes lack of uniformity in the size and influence of the 
arms or individuals that comprise the demand or supply sides of a market. 
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to establish a kind of equilibrium in the market by bringing about adjust¬ 
ment of market demand to supply conditions favorable to the seller. 

Segmentation is based upon developments on the demand side of the 
market and represents a rational and more precise adjustment of product 
and marketing effort to consumer or user requirements. In the language of 
the economist, segmentation is disaggregative in its effects and tends to 
bring about recognition of several demand schedules where only one was 
recognized before. 

Attention has been drawn to this area of analysis by the increasing 
number of cases in which business problems have become soluble by doing 
something about marketing programs and product policies that overgeneralise 
both markets and marketing effort. These are situations where intensive 
promotion designed to differentiate the company’s products was not accom¬ 
plishing its objective—cases where failure to recognize the reality of market 
segments was resulting in loss of market position. 

While successful product differentiation will result in giving the marketer 
a horizontal share of a broad and generalized market, equally successful 
application of the strategy of market segmentation tends to produce depth 
of market position in the segments that are effectively defined and pene¬ 
trated. The differentiator seeks to secure a layer of the market cake, whereas 
one who employs market segmentation strives to secure one or more wedge- 
shaped pieces. 

Many examples of market segmentation can be cited ; the cigarette and 
automobile industries are well-known illustrations. Similar developments 
exist in greater or lesser degree in almost all product areas. Recent intro¬ 
duction of a refrigerator with no storage compartment for frozen foods was 
in response to the distinguishable preferences of the segment of the refrigera¬ 
tor market made up of home freezer owners whose frozen food storage 
needs had already been met. 

Strategies of segmentation and differentiation may be employed simul¬ 
taneously, but more commonly they are applied in sequence in response to 
changing market conditions. In one sense, segmentation is a momentary or 
short-term phenomenon in that effective use of this strategy may lead to 
more formal recognition of the reality of market segments through redefini¬ 
tion of the segments as individual markets. Redefinition may result in a 
swing back to differentiation. 

The literature of both economics and marketing abounds in formal defini¬ 
tions of product differentiation. From a strategy viewpoint , product differen¬ 
tiation is securing a measure of control over the demand for a product by 
advertising or promoting differences between a product and the products of 
competing sellers. It is basically the result of sellers’ desires to establish 
firm market positions and/or to insulate their businesses against price com¬ 
petition. Differentiation tends to be characterized by heavy use of adver¬ 
tising and promotion and to result in prices that are somewhat above the 
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equilibrium levels associated with perfectly competitive market conditions. 
It may be classified as a promotional strategy or approach to marketing. 

Market segmentation, on the other hand, consists of viewing a hetero¬ 
geneous market (one characterized by divergent demand) as a number of 
smaller homogeneous markets in response to differing product preferences 
among important market segments. It is attributable to the desires of con¬ 
sumers or users for more precise satisfaction of their varying wants. Like 
differentiation, segmentation often involves substantial use of advertising and 
promotion. This is to inform market segments of the availability of goods 
or services produced for or presented as meeting their needs with precision. 
Under these circumstances, prices tend to be somewhat closer to perfectly 
competitive equilibrium. Market segmentation is essentially a merchandising 
strategy, merchandising being used here in its technical sense as representing 
the adjustment of market offerings to consumer or user requirements. 

The Emergence o\ the Segmentation Strategy 

To a certain extent, market segmentation may be regarded as a force in 
the market that will not be denied. It may result from trial and error in the 
sense that generalized programs of product differentiation may turn out to be 
effective in some segments of the market and ineffective in others. Recog¬ 
nition of, and intelligent response to, such a situation necessarily involves 
a shift in emphasis. On the other hand, it may develop that products 
involved in marketing programs designed for particular market segments 
may achieve a broader acceptance than originally planned, thus revealing 
a basis for convergence of demand and a more generalized marketing 
approach. The challenge to planning arises from the importance of deter¬ 
mining, preferably in advance, the level or degree of segmentation that can 
be exploited with profit. 

There appear to be many reasons why formal recognition of market 
segmentation as a strategy is beginning to emerge. One of the most impor¬ 
tant of these is decrease in the size of the minimum efficient producing 
or manufacturing unit required in some product areas. American industry 
has also established the technical base for product diversity by gaining 
release from some of the rigidities imposed by earlier approaches to mass 
production. Hence, there is less need today for generalization of markets 
in response to the necessity for long production runs of identical items. 

Present emphasis upon the minimizing of marketing costs through self- 

service and similar developments tends to impose a requirement for better 

adjustment of products to consumer demand. The retailing structure, in 

its efforts to achieve improved efficiency, is providing less and less sales 

push at point of sale. This increases the premium placed by retailers upon 

products that are presold by their producers and are readily recognized by 

consumers as meeting their requirements as measured by satisfactory rates 
of stock turnover. 
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It has been suggested that the present level of discretionary buying 
power is productive of sharper shopping comparisons, particularly for items 
that are above the need level. General prosperity also creates increased 
willingness “to pay a little more” to get “just what I wanted”. 

Attention to market segmentation has also been enhanced by the recent 
ascendancy of product competition to a position of great economic impor¬ 
tance. An expanded array of goods and services is competing for the con¬ 
sumer’s dollar. More specifically, advancing technology is creating competi¬ 
tion between new and traditional materials with reference to metals, con¬ 
struction materials, textile products, and in many other areas. While such 
competition is confusing and difficult to analyze in its early stages, it tends 
to achieve a kind of balance as various competing materials find their 
markets of maximum potential as a result of recognition of differences in 
the requirements of market segments. 

Many companies are reaching the stage in their development where atten¬ 
tion to market segmentation may be regarded as a condition or cost of 
growth. Their core markets have already been developed on a generalized 
basis to the point where additional advertising and selling expenditures are 
yielding diminishing returns. Attention to smaller or fringe market seg¬ 
ments, which may have small potentials individually but are of crucial 
importance in the aggregate, may be indicated. 

Finally, some business firms are beginning to regard an increasing share 
of their total costs of operation as being fixed in character. The higher costs 
of maintaining market position in the channels of distribution illustrate this 
change. Total reliance upon a strategy of product differentiation under such 
circumstances is undesirable, since market share available as a result of 
such a promotion-oriented approach tends to be variable over time. Much 
may hinge, for example, upon week-to-week audience ratings of the tele¬ 
vision shows of competitors who seek to outdifferentiate each other. Exploi¬ 
tation of market segments, which provides for greater maximization of 
consumer or user satisfactions, tends to build a more secure market position 
and to lead to greater over-all stability. While traditionally, high fixed 
costs (regarded primarily from the production viewpoint) have created 
pressures for expanded sale of standardized items through differentiations 
the possible shifting of certain marketing costs into the fixed area of the 
total cost structure tends to minimize this pressure. 

CONCLUSION 

Success in planning marketing activities requires precise utilization of 
both product differentiation and market segmentation as components of 
marketing strategy. It is fortunate that available techniques of marketing 
research make unplanned market exploration largely unnecessary. It is the 
obligation of those responsible for sales and marketing administration to 
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keep the strategy mix in adjustment with market structure at any point in 
time and to produce in marketing strategy at least as much dynamism as 
is present in the market. The ability of business to plan in this way is 
dependent upon the maintenance of a flow of market information that can 
be provided by marketing research as well as the full utilisation of available 
techniques of cost accounting and cost analysis. 

Cost information is critical because the upper limit to which market seg¬ 
mentation can be carried is largely defined by production cost considera¬ 
tions. There is a limit to which diversity in market offerings can be carried 
without driving production costs beyond practical limits. Similarly, the 
employment of product differentiation as a strategy tends to be restricted 
by the achievement of levels of marketing cost that are untenable. These 
cost factors tend to define the limits of the zone within which the employ¬ 
ment of marketing strategies or a strategy mix dictated by the nature of the 
market is permissive. 

It should be emphasized that while we have here been concerned with 
the differences between product differentiation and market segmentation as 
marketing strategies, they are closely related concepts in the setting of an 
imperfectly competitive market. The differences have been highlighted in 
the interest of enhancing clarity in theory and precision in practice. The 
emergence of market segmentation as a strategy once again provides evid¬ 
ence of the consumer’s pre-eminence in the contemporary American 
economy and the richness of the rewards that can result from the applica¬ 
tion of science to marketing problems. 



111 Analyzing Foreign Opportunities 

Raphael W. Hodgson and Hugo E. R. Uyterhoeven 

Managers contemplating foreign ventures can determine the relative profitability 
of each through the use of a new analytical approach—operating margin analysis. 
This technique permits the market to select the firm and assures the establishment 
of a plan which is consistent with the objectives of the parent firm. 

In this article 

We will first describe why the magnitude and rapidity of economic 
change in industrialized, areas enhance the danger of creating ill- 
conceived ventures, a danger compounded by the inadequacy of con¬ 
ventional methods of analysis. We will then proceed to describe a new 
approach, which we call opportunity analysis. Analysis of the operating 
margin and its major components, involuntary costs and discretionary 
expenses, will shed light on conditions in a particular industry abroad 
and on the competing participants. With this information management 
can reach useful conclusions regarding its operating flexibility and the 
looseness or tightness of competition, which is important because these 
factors affect the ease and profitability of entry. 

If entry appears both feasible and desirable, it is necessary to design 
the future scope and strategy of a venture to assure survival and 
success. Here the principal criterion is the position that the company 
would have relative to the industry leaders. Often, as we shall see, the 
role of challenger will enable a foreign venture to select its own battle¬ 
ground, thus enhancing both its operating flexibility and chances for 
success. In any case, a foreign venture will have to anticipate future 

changes and contingencies, the magnitude and timing of which can be 
predicted. 

Next we will discuss the critical industry conditions that must be 
taken into account. Five elements are especially important: 

L Differences in financial charges can cause wide variations in 
profitability, even within the same industry. 

2. Capacity-building requirements have to be watched carefully 

3. The importance of specialization and concentration are parti¬ 
cularly crucial elements. 

4. Product policy requires a great deal of flexibility. 

Source : From Harvard Business Review, vol. AO, March-April, 1962, pp. 60-79. 
Raphael W. Hodgson: Management Services Division, Arthur D. Little, Inc. Hugo 
E. R. Uyterhaeven: Program Director, International Marketing Institute’s Program 
in International Business for U.S. Managers. 
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5. Distribution obstacles or opportunities have to be analyzed in 
detail and on a coun.tr y-by-country basis. 

The importance of intei national comparisons of operating margins 
needs to be stressed. Operating margin analysis helps in avoiding the 
inherent dangers of making false analogies by transferring industry 
reasoning from one country to another. Most significantly, it also 
allows construction of an analytical grid comparing the various foreign 
opportunities with those at home. 

By way of conclusion we shall focus on the need for consistency in. 
planning in foreign ventures, both in terms of immediate and ultimate 
goals and of the parent company's capabilities and willingness. 


One of the most significant business trends of our time is the entry of 
many United States manufacturing companies into foreign markets. How 
should the managements of these companies size up their opportunities 
abroad? The approach commonly followed is to analyze present market 
potentials and assess the prospects of future growth. On the face of it, this 
approach may seem rational—and certainly it provides part of the data top 
executives need. By itself, however, it is inadequate. As a basis for decision 
making it may even lead to more wrong answers than right ones. Here are 
just a few illustrations to make our point: 


The European market for an important line of electronics systems was 
growing rapidly, and firms participating in this market were enjoying large 

company contemplating entry into this business possessed 

e s 1 s and resources necessary to gain a competitive market position. 

nrst glance, the company’s prospects for doing well looked excellent 
according to conventional criteria. 

et closer examination showed that high levels of demand relieved firms 
. nee °^ er a considerable amount of customer service and special 
i mS W f 01 "u norma ^y squired in more competitive situations. Given the 

would pvnwt GSe tv M f penses ’ profit margins were not as high as one 
levels of fini^'ri ls mdustry. Also, product shortages greatly reduced the 
debt and > goo s and work-in-process inventories, thus requiring less 

expected Pr ° fitabilit y ™ this business could therefore be 

expenses and ^ / api y 3S maturing conditions imposed increased sales 

expenses and capital requirements. 

tant Dlasti^ 6 t Europe ’ 3 capacity shortage prevailed in an impor- 

20°/ ner ° f ! tlon ’ consu mption appeared to be increasing at over 

investments ""’m" 7?^ V6ry hlg h relative t0 entr y expenses and plant 

“coproduct” d’ ° S , rrns . e 1 that the Problems of raw material supply and 

mountaW ■ d ,u P ° Sa '’ Wh ' Ch are normal t0 a che mical business, were sur¬ 
mountable m that the huge demand and high prices for the plastic relieved 
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management of having to secure either the most economical source of raw 
materials or the most appropriate distribution for the coproducts. Conse¬ 
quently, the requirements for entry appeared less forbidding than in most 
other chemical product areas. 

It was not surprising, therefore, that the field was entered by almost every 
candidate capable of doing so, and that capacity mushroomed all over 
Europe. Worse was to happen. The marginal cost of this product was low, 
yet capital investment was very high; with a considerable surplus for export 
already available in the United States, and with low European tariffs, 
dumping by U.S. producers occurred on a large scale. Today, the com¬ 
pounded effect of dumping by American producers and of large additions 
to capacity in Europe has collapsed prices to such an extent that a large 
number of the new business operations will probably become questionable 
ventures, if they have not already. 

Profits were low among many European manufacturers of an important 
class of electric components, even though the market was a dynamic one. 
Most firms were under price pressure from two major producers. Investiga¬ 
tion revealed that both producers had standardized their production around 
three basic types of products, thereby achieving higher scales of production 
resulting in much lower costs. This enabled them to enjoy considerable 
profits, while keeping prices low. Their low prices even enabled them to 
extend their market into areas where their products appeared overengineered 
or extravagant. 

Competitors, although still holding the major market share, were making 
their profits largely on special items which were job-shop runs, while incur¬ 
ring losses on their standard offerings. There was clearly an opportunity 
for entry by developing a product policy similar to that of the industry 
leaders and sustaining the necessary production and distribution system. 
However, this opportunity would not have been suggested by a conventional 
market analysis. 

In 1959 many firms entered the rapidly growing British refrigerator 
industry on a small scale. At that time, typical high profitability conditions 
prevailed in the refrigerator business along with a considerable amount of 
resale price maintenance. Plants of .small scale were common, even among 
the leaders. Since then, however, imports, over-capacity arising from other 
new entrants, a break in consumer demand, and a break in price main¬ 
tenance have brought prices down considerably. This trend eluded fore¬ 
casters using the standard tools. 

In short, management’s investigation of foreign business opportunities 
should go beyond judgments of market growth if it is to recognize the 
opportunities before they become obvious to the world at large, and is to 
spot dangerous situations before investments are unwisely committed. 
Special reliance will have to be placed on a financial, economic, and opera¬ 
tional analysis of competing companies as well as on the technical and 
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economic development of the field itself. We call this broader type of 
evaluation opportunity analysis. 

PURPOSES AND USES 


Opportunity analysis provides data and ways of looking at data that help 
top management with its most important decisions regarding foreign opera¬ 
tions. More specifically, opportunity analysis helps executives to recognize: 


1. The limits within which a firm must operate abroad arid plan its 
foreign strategy —These quantitative limits are essential guideposts in 
defining the tightness or looseness of competition, which is the principal 
criterion of whether there is a margin (a) for the expense of getting a busi¬ 
ness started and of sustaining the running expenses, and ( b) for profits. 


To recognize and analyze these limits for any given industry is especially 
important in international operations for two reasons. First, the limits often 
differ markedly among countries. Failing to appreciate this, companies 
often look at Europe or another region “as a whole” and thereby draw false 
analogies. Secondly, these limits change over time. Management often 
ignores such changes, particularly when planning foreign ventures under 
currently prevailing high profitability conditions. In many European indus¬ 
tries, tighter competitive conditions appear inevitable; in fact, this change 
has already occurred for some products and has caught several producers 
off guard. Opportunity analysis assists in determining when and to what 
extent the limits are likely to change. 


2. The means of competition in a foreign country —Only by analyzing how 
local participants compete is it possible to determine how a foreign entrant 
can most successfully participate regardless of whether or not he produces 
locally or exports. Opportunity analysis ensures identification and evalua¬ 
tion of alternatives and avenues which may lead to success. Even within the 
same industry, competitive methods vary significantly among countries. 
Therefore, the recognition of their impact on capacity planning, pricing policy, 
distribution strategy, financial planning, and so on, is vital before clear entry 
and participation requirements for a foreign venture can be formulated. 

3. The critical elements of the industry—We use the phrase “critical ele¬ 
ments ’ to refer to important factors in operations that vary, not only from 
industry to industry, but also within the same industry from country to 
country. For example, variations in depreciation policies, working-capital 
requirements, utilization of debt, capacity building, operating control, inven¬ 
tory control, product policy, and distribution requirements may be significant. 


Opportunity analysis is a valuable tool in appraising the foreign ventures 
of both established companies and newcomers. It helps the established firm 
reappraise its operations and judge the merits of expansion or diversification 
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opportunities, and it serves the firm seeking foreign entry for the first time, 
whether by way of a foreign distributor, licensee, manufacturing partner, 
suitable acquisition, or an entirely new operation. Opportunity analysis aids, 
not only in judging the value of the products or technology one has to offer 
(thus possibly increasing one’s bargaining power in negotiation with potential 
foreign associates), but also in judging the competitive standing of potential 
associates and evaluating the capabilities of foreign competitors. It is, further¬ 
more, of value to security analysts and underwriters in appraising foreign 
industry conditions as well as the relative strengths of competing participants. 

Actually, opportunity analysis would be worth following here in the United 
States if businessmen were more dependent on formal analysis. At home, 
however, they can blend investigations, analysis, and judgment with an acute, 
fine, and, at times, intuitive sense—often the result of many years of experi¬ 
ence. Abroad, the American businessman is without this guide; considerable 
and vigorous analysis, therefore, must take its place. 

Coping With Change 

Opportunity analysis is most vital in industrialized areas (a) if economic 
and competitive conditions are expected to change markedly, and ( b ) if these 
changes are likely to occur very quickly. Both the amount and the rapidity 
of economic change magnify the danger of missing opportunities and making 
unsound investments. This is the situation in European industry today for 
the following reasons: 

Extraordinary growth rates (often as high as 30% per year) enable 
large-scale production in several consumer and industrial sectors, thus 
reducing manufacturing costs significantly. Firms lagging behind in market 
share may find themselves priced out of the market. 

High growth rates severely tax a firm’s financial ability. Yet if it fails 
to concentrate its resources on keeping up with the growth requirements of 
its industry, it may sacrifice its future profitability. 

Financial burdens will be augmented by the merging of hitherto separate 
national markets. Until now, industries in each nation have usually been 
dominated by that nation’s own companies, and the narrowness of national 
markets has frequently limited participation to very few firms. But in the 
years ahead economic unification will greatly widen the market size while 
simultaneously exposing predominantly national companies to competition 
from their foreign neighbors. The impact will be felt both in production and 
in marketing. For example: 

The European chemical industry has hitherto constructed its productive 
capacity in relatively small steps (in contrast to the large capacity additions 
common in the U.S. chemical industry). A major reason for this difference 
is that in Europe, with participation in each country limited to a few firms, 
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the risk of forfeiture of opportunity by not engaging in a capacity race has 
not been too great. This risk, however, will become more acute after the 
merging of national markets. That it will increase financial burdens, create 
unused capacity, and aggravate price instability seems all too evident from 
the U.S. experience. 

The task of dislodging national companies from their dominant marketing 
positions (which is particularly difficult because of structural distribution 
differences and varying national characteristics) may impose even more 
severe financial burdens on outsiders. We have already noted that under 
high growth rates it is a major achievement. This strain will be greatly 
compounded if a rapid exploration of continental opportunities requires a 
firm to multiply its position in as many markets as there are nations. In 
fact, the magnitude of such a task appears to exceed the financial and 


management resources of a great many European firms. 

The need for large-scale plants, the search for low-cost production sites, 
and the difficulty of breaking into national distribution structures may lead 
to a considerable number of mergers and acquisitions, thus creating truly 
continental firms. As a result, companies which continue to limit their 
activities to their own national market may find themselves at a cost dis¬ 
advantage. Their local distribution strengh will have to be immense to with¬ 
stand price competition by foreign entrants. However, these high-cost pro¬ 
ducers may find themselves becoming desirable objects of acquisition by 
more efficient outside concerns seeking distribution outlets. 

Because of differences in product concentration, market sizes, vertical 
integration, and so on, considerable variations in the cost of materials and 
parts prevail from country to country. Thus: 

The French washing machine industry pays a higher price for its com¬ 
ponents than does the Italian washing machine industry, which in turn pays 
more than the German and British industries do. 

British and French refrigerator manufacturers as a whole pay high prices 

or their compressors, largely because too many of them make their own 

compressors in small volumes instead of purchasing the very low-cost units 
made in Denmark and Italy. 


he French cathode ray tubes are more expensive than elsewhere because 
°t the lack of price competition among the two big domestic producers, both 
ot whom have important captive television manufacturing outlets 
These differences, which have hitherto been buttressed by national tariffs, 
are bound to disappear with the progressive reduction of tariff barriers for 
purchasers will be able to select the lowest cost suppliers more freely 

interchanf Th° n ° f techn ° log y has been accelerated by international 

evoTuln I ’ 3 TT" 8 C ° Untry may g0 through a technological 
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I devel °P ment Th e compression of a long history of U.S. 
technological change into a short time period in Europe stimulates the 
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already rapid economic growth but also compounds it by creating consider¬ 
able flux in the product lines of many companies and markets. 

Ill-Conceived Ventures 

The conditions of change just described allow sizable profits to many 
corporations today. However, at the same time they invite many new 
entrants. The additions to capacity may create surpluses of major propor¬ 
tions which, coupled with the coming adjustments required to survive in 
large unified markets, spell a tightening of competitive conditions. Indeed, 
the danger signals are already apparent in two of Europe’s most dynamic 
industries—plastics and domestic appliances. 

Many a participant will be incapable of withstanding the impact of the 
new competition. Unfortunately, this does not seem to be appreciated. 
Current profitable conditions hide crucial weaknesses ; they invite com* 
placency in that, because ventures are still so profitable, managements are 
not disposed to take steps to ensure their future. Conventional methods of 
analysis do not sufficiently focus on the danger signals or spot the real 
opportunities. 

Errors in judgment are aggravated by the currently fashionable trend to 
establish operations in Europe. Often a businessman sees a market for his 
product and is impressed by its growth rate. However, he is pressed for 
time as he hears competition announcing new ventures; and since he feels 
he cannot afford to wait, he directs that an arrangement be made right 
away. Perhaps the contemplated operation is not the best one, but he hopes 
this can be adjusted afterwards; the important thing, it seems to him, is to 
be in the market on time. He typically assesses the profitability of his con¬ 
templated operation by making cost analogies with his existing American 
operation, allowing for European plant scales and labor rates. The differ¬ 
ence between his cost forecast and prevailing price levels usually appears 
to justify the investment.' 

Our businessman will, to be sure, ask whether this difference can be 
maintained in years to come. He expects his future costs to decline with 
increasing scale of operations. As for future prices, a look at the industry 
price trend seems to provide him with as good a guess as any. By using 
this highly respectable approach, he concludes, in most cases, that his costs 
will decline faster than the industry price trend. The resultant ever- 
expanding profit margin (how common a phenomenon in company fore¬ 
casts !) augurs very healthy black figures for the years ahead. Such 
unrealistic optimism is the cause of many ill-conceived foreign ventures. 

At the other extreme, and equally dangerous for sound international 
business planning, some managements are inclined to exaggerate foreign 
difficulties and dangers, especially by ascribing inordinately severe price 
declines to the economic integration process. Opportunity analysis, by 
identifying and quantifying the crucial competitive conditions abroad, enables 
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the businessman to put a ceiling on unrealistic optimism and a floor under 
exaggerated pessimism. 

OPERATING MARGINS 

A vital tool in opportunity analysis is operating margin analysis. The 
“operating margin” in a business is defined for the purposes of the following 
discussion as the difference between the sales price and the cost of materials 
purchased. (For example, in January 1960 a French manufacturer paid the 
equivalent of $66 for materials that went into a refrigerator which he sold 
for the equivalent of $101. His operating margin thus amounted to $35.) It 
is the margin within which a firm will have to operate, i.e., manufacture, 
sell, pay for research, conduct all other corporate activities, and make a 
profit. 

In planning foreign ventures, operating margin analysis enables manage¬ 
ment to reconcile its basic manufacturing, marketing, and growth plan 
within the price-materials cost limits imposed by foreign competitive 
environments. It ensures that a venture meet the basic conditions of via¬ 
bility, that the operation of a business be carried out, and that the prevailing 
prices be met. 

We have found it convenient to express the operating margin as a per¬ 
centage of the cost of materials purchased. Thus, the operating margin for 
the French refrigerator just mentioned would be (sale price—materials 
cost)-;-material cost = $ 35 -r- $ 66 = 53%. 

Clearly, the operating margin concept is not new. It is often referred to 
as “value added”. It should not be confused with a common accounting 
usage, according to which operating margin constitutes the difference 
between sales price and cost of goods sold. This accounting definition has 
its usefulness in financial statements but is only of limited value for plan¬ 
ning management strategy. 

Framework of Use 

What is novel about our concept is the framework in which we suggest 
that it be used. Simple in principle, operating margin analysis is complex 
in its application and interpretation. But in practice we have found the 
resulting conclusions to be straightforward and revealing. 

What makes the approach so useful is that it defines the condition of an 
industry and not just of an individual firm. The margin limits are almost 
identical for all competing participants in a given country because each sells 
his products competitively and buys his materials at approximately the same 
price. Variations in margin within the same product line do not hinder the 
approach, but invite investigation as to the reasons for the difference. Like¬ 
wise, different degrees of integration among companies can be reduced to 
a common denominator by using one of the least-integrated firms as a base 
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and segregating the additional activities of the other participants as separate 
“businesses”. 

The operating margin concept is also helpful because it keeps management 
from placing excessive emphasis on the accounting statements of estab¬ 
lished firms. Accounting principles leave companies great flexibility, especi¬ 
ally in allocating expenses, even in the United States, thus making “true” 
profit a rather elastic notion. The correct profit figure becomes even more 
elusive in foreign countries with their different accounting practices, tax 
laws, disclosure regulations, and so on. 

In short, the operating margin as we conceive it is an essential and highly 
exact element in corporate planning. It is highly exact because its two base 
points always remain unobscured and untouched by either accounting con¬ 
vention or company practices. Both the selling price and the cost of 
materials purchased can be determined objectively. In most cases they are 
common knowledge. If not, they can be readily determined either through 
trade channels or with the help of an engineer familiar with the product 
requirements. 

Treatment of Costs 

The operating margin becomes particularly useful when its two totally 
different components, involuntary costs and discretionary expenses, are 
analyzed. Exhibit 1 indicates how the operating margin and its components 
can be obtained. 

Involuntary expenses arise from the nature of the firm’s business, its scale 
of manufacturing, the types of processes used, and the degree of product 
specialization or standardization that has been achieved. They consist 
mainly of minimum manufacturing costs; they cannot be eliminated unless 
a firm cuts production. Therefore, they have to be incurred by everyone in 
the industry. Their level can be recognized by an engineer who is experienced 
in the product line and manufacturing processes. He also can develop, through 
careful product appraisal, a schedule of costs for various volumes of produc¬ 
tion and various manufacturing methods. Thus, relative changes in involun¬ 
tary costs resulting from volume increases can be predicted with reasonable 
accuracy. 

While involuntary expenses normally constitute the difference between cost 
of goods sold and cost of materials purchased, there are exceptions. For 
example: 

Tooling expenses, though usually included in the cost of goods sold, are 
really discretionary expenses. 

Manufacturing costs which are not absolutely necessary but which may 
add desirable features to the product line are also discretionary expenses, 
even though included by accountants in the costs of goods sold. 

Discretionary expenses allow a foreign venture to fulfill its marketing and 
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development objectives. Within the framework of competitive conditions, a 
firm has a certain latitude in determining which and how many discretionary 
expenses it wants to incur. Corporate strategies among firms vary chiefly 
because managements put their discretionary money to different uses. One 
firm may wish to make large profits for distribution to the stockholders or 
for retention to finance further expansion or diversification. Another firm 
may direct discretionary expenses toward product development, upgrading of 
quality, and tooling arising from frequent model changes, or it may incur 
discretionary expenses to strengthen its marketing position by establishing 
distribution outlets, creating brand loyalty, improving service to customers, 
and so forth. Still another firm may surrender discretionary money to reduce 
its prices. 

Discretionary expenses are the lifeblood of a business. They often qualify 
as true economic investments and should be considered as such even though 
they are entered into accounting statements as expenses and not as assets. 
In terms of a company’s long-term competitive strength, money invested in 
building up the distribution position or in creating product differentiation 
may be no less important than money invested in fixed plant and machinery. 
During periods of rapid growth, management often emphasizes increases in 
productive capacity while ignoring discretionary expenses of an investment 
nature. With the maturity of the industry, however, the emphasis usually 
shifts from the “capacity to make’’ to the “ability to sell,” thus penalizing 
companies which in earlier years ignored discretionary expenses for marketing. 

Because discretionary expenses of an investment nature in a firm’s income 
statement (in contrast to fixed-asset investment) reduce current profits sub¬ 
stantially, a careful analysis of these costs is needed if low profits (or even 
accounting losses) in growth industries are to be interpreted correctly. 

Actually, profits are considered to be part of a firm’s discretionary area 
in our analysis. This is because profit levels are so highly dependent on the 
types and amounts of other discretionary costs which management needs 
or wants to incur. In fact, retained profits to be used for further expansion 
are quite similar to discretionary expenses of an investment nature. On 
the other hand, rigid profit levels imposed by the need to maintain or in¬ 
crease dividends may reduce other discretionary uses of the money, possibly 
with perilous consequences. 
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Exhibit i. Determining the operating margin 


FINANCIAL 

STATEMENTS 


PROFIT FIGURES 


SALES AND 
ADMINISTRATIVE 
EXPENSE 


COST OF 
GOODS SOLD 



OTHER SOURCES 


TALK TO TRADE REVEALS SIZE OF 
SALES FORCE. VOLUME OF ADVERTI¬ 
SING. AND DEGREE OF 
TECHNICAL SERVICE. ETC. 



Y PRODUCT APPRAISAL 
V BY ENGINEER. USING 
L SCALE OF PLANT, 

V SPECIALIZATION.ETC. | 


Note : The method of determining an operating margin and its components 
combines financial analysis with a variety of other sources. By using several base 
points such as price lists, quotations of materials cost, information obtained by 
talking to men in the trade, and product appraisals by an experienced engineer, a 
surprisingly accurate picture can be obtained. 


APPRAISING COMPETITION 

Ordinarily, management wants to be sure that a new venture will generate 
adequate resources for growth and be able to sustain itself for a period of 
years. The enterprise must, therefore, be able to live within the prices 
imposed by competition and still generate a sufficiently wide operating 
margin to achieve growth. For this reason, in determining entry and parti¬ 
cipation requirements of a foreign venture it is vital to analyze its position 
relative to the industry leaders. By considering the involuntary costs and 
discretionary expenses of the leaders, management can predict future price 
trends. Turning then to the new venture, it can assess its relative capacity 
to compete and estimate its ability to pay for the necessary discretionary 
expenses of an investment nature that will be needed to achieve a viable 
position in the industry. 

Analysis of involuntary and discretionary expenses thus enables a firm 
to plan for possible contingencies by estimating the extent to which industry 
leaders may be able to lower prices. These reductions will primarily hinge 
on ( a ) the lowering of their involuntary costs; and (6), as an industry moves 
to maturity, the extent to which achievement of product and marketing 
objectives allows the leaders to lower their discretionary expenses. Even 
though industry leaders will not in all cases exploit these advantages fully, 
it is necessary in planning a foreign venture to determine whether it will be 
able to survive under the most adverse eventuality. 
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Lowering Involuntary Costs 

In a dynamic industry, characteristic of so many in Europe today, volume 
is the prime determinant of the operating margin. Larger scales of produc¬ 
tion reduce involuntary costs, enabling industry leaders to lower prices. 
Here is a case in point: 

In France, the largest firms in the refrigerator industry make 150,000 units 
a year and operate within a margin of 50%, while in Germany the leading 
manufacturers have achieved a volume of 400,000 units per year and are 
able to operate more profitably within a margin of only about 35%. A 
manufacturer in Germany making only 150,000 refrigerators a year would 
clearly be the victim of a price-cost squeeze; indeed, precisely this condi¬ 
tion led to the recent withdrawal of a major German electrical manufacturer 
and of one of the largest U.S. firms. 


The extent as well as the timing of price reductions can be fairly accurately 
predicted by analyzing the leader’s involuntary costs and by establishing a 
schedule of his costs for various increases in volume that can be anticipated 
with market growth. Price declines will often depend not only on increases 
in the scale of manufacture of a single product, but also on increased produc¬ 
tion volumes of similar products. In such cases an appraisal should encom¬ 
pass those products as well as the one of main concern. 

When these assessments of future price declines, and hence of lower 


operating margins, are in hand, management is likely to have some interest¬ 
ing questions of strategy to consider. For one thing, a manufacturer con¬ 
templating entry into a business in a less mature stage of development must 
anticipate the conditions under which he could be the victim of a price- 
cost squeeze. This contingency will occur if prices drop faster than a 
company’s ability to lower costs, which could happen if the industry leaders 
grow faster than anyone else. Should a price-cost squeeze develop, manage¬ 
ment may have to incur losses and match the price reductions in order to 
maintain its relative market share. Otherwise, it may not achieve sales 
levels which justify increasing its plant scale, to the point where this would 
ultimately bring the venture’s costs in line with the costs of industry leaders. 

If no such sacrifice is made, the decline in sales volume will result in even 
higher involuntary costs. These in turn will reduce the margin available 

^,“ ary 6XpenSeS and WiH push ^nagement into a vicious circle 

, C °T SS !° nS in the market The venture will soon have to 

ine obiective gr ° W , f Next * will have to abandon its market- 

.If' ^ves-and fr ° m that point on the downward cycle will be repeated, 
culminating in the loss of the business. 

obLdvel^Inrt Tr ? eStabHsh entf y g° als - s “ch as market-share 

“o achiev; 1 rt S', productio " and sales efforts are necessary 

em. This will help to ensure that the venture will generate 
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adequate resources at least to sustain its position relative to the industry 
leaders. 

Cuts in Discretionary Expenses 

During rapid growth periods, companies are likely to make substantial 
discretionary expenses of an investment nature—e.g., outlays to establish 
the product, to strengthen distribution, and to finance expansion. As the 
growth slackens or as objectives are achieved, however, fewer discretionary 
expenses of this type will be required, thus freeing the money for price 
reductions. The magnitude of this drop can also be predicted through 
operating margin analysis, although it is more difficult to foresee its timing. 

High discretionary margins are also vulnerable when competitors lower 
their profit margins or undertake less expensive marketing methods and 
resort to price cutting in order to gain a larger market share. Analysis of 

discretionary expenses will reveal the magnitude of such potential price 
reductions. 

During periods of substantial excess capacity, the temptation may develop 

to make sales so long as this will cover out-of-pocket costs, resulting in 

a major price break. Such conditions, however, cannot last indefinitely. As 

demand catches up with capacity, prices will usually return to a level at 

which the most efficient industry leaders can still make a reasonable return 
on their investment. 

Conditions of Entry 

Often overlooked is the fact that a high rate of growth does not necessarily 
make for profitable business opportunities. Indeed, dramatic foreign growth 
rates have often obscured the dangers of low profitability and the difficulty 
of entry. What is more, even conditions of high profitability may obscure 
formidable obstacles to foreign entry. 

A look at the operating margin provides a first indication. A company 
experienced in its industry, and thus knowing how much it requires to 
manufacture, pay for research, sell, and so forth, is able to judge fairly 
easily whether the operating margin in a foreign industry is either “narrow” 
or “wide”. Such an evaluation is often facilitated—as will be explained 
later in this article—by using an analytical grid which compares operating 
margins of the same industry in different countries. 

A wide operating margin indicates that a new venture can incur high 
levels of involuntary and discretionary costs. As would be expected, a 
margin tends to be wide when: 

Even the industry leaders have a comparatively low scale of output. 

The industry leaders have high discretionary expenses or cash require¬ 
ments for marketing, product development, construction of new capacity, or 
diversification programs. 
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There is insufficient competition. 

The industry leaders have priced their products to maximize their profits 
even though this induces smaller competitors to use minor price reductions 
as a competitive weapon in furthering sales. 

The leaders are inefficient manufacturers or marketers. 

Narrow operating margins, on the other hand, reduce a company’s flexi¬ 
bility and are significant hurdles for foreign entry, regardless of whether 
“tight” or “loose” competitive conditions prevail. A tight industry will be 
characterized by relatively low profits for the industry leader, while loose 
competitive conditions permit satisfactory profits to both leaders and 
followers. It is important to recognize, however, that both loose and tight 

conditions are possible under a wide as well as under a narrow operating 
margin. 

Combinations of Conditions 

(1) A narrow operating margin in an industry usually results in tight con¬ 
ditions, allowing only few discretionary expenses (including profits) after 
involuntary costs have been incurred. To illustrate: 

The German refrigerator industry has margins only 30% to 40% above 
materials costs. Two giant firms are dominating the field. The product 
lines of both firms consist of stripped-down models. Manufacturers engage 
in little merchandising, maintain minimal sales forces, offer only limited 
service, and allow low distribution discounts based on the quantity shipped. 
The overriding emphasis is on price, effectively forestalling entry by new¬ 
comers and threatening the profitability of small followers. 

(2) Narrow operating margins also permit loose competitive conditions 
For instance: 


German ^‘u ^ teleV ' Sion industr y operated in 1959 within a narrow 
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margin, almost as competitive as its German counterpart. The difference 
in margin is almost entirely absorbed by higher involuntary costs (due to 
smaller plant scales) and higher discretionary expenses (in view of limited 
distribution channels). One large firm selling stripped-down products at a 
low price (much as German firms are doing) is competing with other firms 
selling better made models at a premium through their own captive distribu¬ 
tion channels and engaging heavily in retail promotions. 

(4) On the other hand, in Europe there are still many industries with 
wide operating margins and loose competitive conditions—what might be 
called immature industries—in which entry is not only relatively easy to 
achieve but may also prove highly profitable. However, timing is most 
important because an immature, loose industry may rapidly move to highly 
competitive, tight conditions. For example: 

In 1960 the washing machine industry in both Britain and Germany 
experienced wide operating margins under loose competitive conditions. 
Each market was dominated by one large company which had achieved 
maximum economies of scale in production. However, in both cases the 
leading company was not seriously challenged; and, therefore, it was able 
to maintain relatively high price levels. Because of low involuntary costs 
the leader in each market clearly was able to retaliate quickly and effectively 
against challengers, thus changing the competitive conditions from loose 
to tight. 

In sum, experience shows that opportunities and difficulties in entering 
a foreign industry are more a function of the magnitude of the operating 
margin than of the profitability of industry members. A wide operating 
margin can provide a better opportunity for entry than a narrow operating 
margin whether the industry leaders are profitable or not. For instance, 
the French refrigerator industry, despite its lack of profitability, probably 
provided an easier entry opportunity than did the German television in¬ 
dustry. On the other hand, a profitable industry with narrow operating 
margins may be very difficult to enter. These combinations of conditions 
and their implications are summarized in Exhibit II. 
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Exhibit ii. Analyzing the conditions of entry 


MARKET RESEARCH 
SHOWS WHAT WILL HAPPEN 
TO THE INDUSTRY 




INDUSTRY OPERATING 
MARGIN DEFINES 
A FOREIGN VENTURES 
OPERATING FLEXIBILITY 


INVOLUNTARY COSTS PLUS 
DISCRETIONARY EXPENSES OF INDUSTRY 
LEADERS SHOW STATE OF 
COMPETITIVE CONDITIONS 

TIGHT 


USE OF ALL THESE 
CRITERIA INDICATES 
ENTRY CONDITIONS 




\mi 

LOOSE 

mm 

(LARGE PROFITS) 






(MATURE INDUSTRY) 



(IMMATURE INDUSTRY) 


COLOR-KEYED TO EXHIBIT I 


Choosing a Battleground 

The most important condition of entry is that the company’s initial market¬ 
ing objectives create discretionary margins which are large enough to sustain 
its growth objectives. Recognizing the importance of maintaining the ven¬ 
ture’s position relative to industry leaders, management may see that it is 
not sufficient merely to match their discretionary expenses; it may be 
necessary to exceed the other firms’ expenses substantially. For example, 
if there is a shortage of distribution channels, the capture of which is critical 
to achieve success, management may have to spend more than competitors 
on the product lines, services, or promotion needed to secure these channels. 

However, the wisest strategy may be to undertake efforts that do not 
duplicate the programs of industry leaders. The chances to achieve success 
are often enhanced if management selects its own battleground instead of 
imitating what the established firms are doing. If so, the important thing 
still is to make sure that the new approach is consistent with the discre¬ 
tionary margin it will provide. 

One area where a new venture may have considerably more flexibility 
than industry leaders is pricing. Often, industry leaders wish to maxi¬ 
mize their profits by holding the line on prices. This will often be done 
at a price level that gives considerable discretion even to followers with 
higher involuntary costs. As a result they can use small price decreases as 
a competitive weapon to increase their market share and thereby their total 
profits. In the end, their constant nibbling at the leader’s position results 
in a loss of his market share. For example: 
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In 1960, competitive conditions in the German and the British washing 
machine industries were very loose largely because each field was dominated 
by one firm which was not seriously challenged and because washing 
machines, unlike refrigerators, justified considerable discretionary expendi¬ 
tures in service, quality manufacture, and demonstration at retail. Instead 
of matching the leader’s heavy discretionary marketing expenses, an entrant 
might have been able to use price reductions effectively. 

Emphasis on price under conditions like these can save many discretionary 

expenses which, if incurred, would have little impact anyway. To illustrate 
again: 


A German subsidiary determined its advertising budget by using the same 
percentage 01 sales as its U.S. parent. The subsidiary spent the budget in 
approximately the same way. Indeed, its whole marketing approach was 
a mirror of the U.S. parent’s program. In the United States, the parent 
company was one of the leaders in its industry and was, therefore, reluctant 
to use price concessions. The subsidiary was equally reluctant to use pricing 
and relied almost exclusively on advertising, even though its market share 
was only 5% compared with 45% for the German industry leader. It is 
hardly surprising that top company executives did not consider the 
subsidiary’s operation entirely successful. 


i expense span of industry leaders will also 

show if a new venture can maintain or improve its relative position by 
incurring fewer discretionary costs. For example, it is not unusual to see 
leaders dissipate their resources through unwise diversification, excessive 
component manufacture, and so forth. These wastes need not be duplicated. 
Also, a venture may be able to save on discretionary expenses if it is a 
subsidiary. It may be able to cut down on such items as research and 
development costs, tooling costs, and design and engineering expenses if the 
parent corporation has done the needed work in these areas. 


CRITICAL CONDITIONS 

While fitting the manufacturing, marketing, and growth plan of a business 
in the limits established by the competitive environment is important, it is 
not the only task that demands top-management attention. A foreign ven¬ 
ture may be unsuccessful if other critical elements are not given equal 
consideration. We refer to a series of conditions that not only differ 
markedly among industries, as is well known, but also vary greatly within 
the same industry from country to country. At the outset of a foreign 
venture, therefore, it is imperative that management (1) recognize these 
essential industry conditions and (2) analyze the relevant differences between 
the United States and the host country. Failure to do so may lead to in¬ 
correct assumptions as to a venture’s future discretionary .margin, resulting 
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in turn in an insecure “plan” or design that is often beyond correction later 
on by managers in trouble spots. Five industry conditions deserve parti¬ 
cular attention. 

Impact of Firrmcid Charges 

Financial conditions often vary remarkably among countries because of 
major differences in (1) depreciation policy, (2) working-capital requirements, 
and (3) utilization of debt leverage. 

A recent study provides a case in point. We observed that three com¬ 
panies, one in the United States, one in France, and the other in Germany, 
were operating under almost identical conditions in the same growth 
industry. Even though all three were generating approximately the same 
cash per dollar of gross plant, they were earning 13%, 23%, and 35% 
respectively on their equity investment. The reasons for this unusual 
discrepancy are portrayed in Exhibit hi. The following points are especially 
noteworthy: 


In France, and particularly in Germany, rapid depreciation provisions 
provide growth industries with sizable tax-free funds for reinvestment. 

In Germany, product shortages enable manufacturers to operate with 

almost no finished-goods inventories, thus cutting down the working-capital 
charges. - 

In France, banks lend as much on reputation as on financial analysis, 
resulting in considerably higher debt-equity ratios than banks would permit 
in the United States. Consequently, companies in France with a high capital 
turnover and a good “reputation” benefit from a degree of leverage which is 
unusual by our standards in the United States. 

The utilization of debt leverage hinges partly on the availability of invest¬ 
ment opportunities, which in turn depends on the relative maturity of an 
industry. For example: 


In the United States during the early 1950’s, the cash generated per dollar 
of gross investment was significantly higher for producers of finished chemi¬ 
cals than for the basic chemical companies. Nevertheless, companies in both 
en s of the chemical business were earning approximately the same return 

on their equity, because basic chemical companies were able to offset their 
disadvantage through greater debt leverage. 

Recently, the basic producers have experienced a decrease in profitability. 
However, this is caused less by a decrease in the cash generated' per dollar 
Of gross investment than by the fact that the industry’s financial resources 
available for investment have increased faster than have the available invest¬ 
or VJ d TJ Unit,e \': hich in tUm haS reduced the need for debt ^ d thus 
cut down the use of leverage. Exhibit iv illustrates this experience for two 

representative U.S. companies. 
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Exhibit iii. How variations in financial conditions influence return on investment 
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constructed are vital. To illustrate, compare the household appliance indus¬ 
try with the chemical industry : 
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In the household appliance industry, the ratio of sales to gross plant in¬ 
vestment is very high, while profit margins are rather low. The latter 
element makes low costs imperative, while the high capital turnover requires 
tight control of capital. The vital implication is that one has to be very 
careful about building too much in excess of current demand; large plants 
are vital to mass-production economics, but if constructed too far ahead of 

the time that demand materializes, the resulting drain on profits can be 
disastrous. 

In spite of these basic truths, several household appliance companies in 
Europe have succumbed to the temptation of building-far in excess of their 
market share-huge modern plants which they felt were vital in their type 

of mass-production industry. U.S. companies in particular-influenced, 

perhaps by the fact that overcapacity is common at home-seem to have 
lost sight of the heavy burden which surplus capacity imposes if competi- 


Exhibit iv. Impact of debt leverage on profitability 
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The emphasis is on process economies and chemical routes with ancillary 
problems of location, raw materials supply, plant scale, and outlets to the 
market for several coproducts. New processes, based perhaps on new 
material and having different scale economies, may change the competitive 
position of a particular project markedly, as may new developments in the 
market. The industry thus experiences a high degree of flux and change. 

With most chemicals requiring a large investment in plant for each sales 
dollar, high profit margins are necessary to justify the investment. Usually, 
price levels decline with time, while costs mostly depend on scale of opera¬ 
tions. Hence, there is a considerable premium on “getting in early” on 
a new development when profits are large. Early starters, if they succeed 
in maintaining their initial market position in subsequent periods of maturity 
for the field, will also be enjoying the cost advantages of large plant scale 
supported by market leadership. Thus, “thinking early” and “thinking big” 
are both necessary ingredients in a successful chemical venture. 

Specialization & Concentration 

Another critical factor to watch is the need for specialization and concen¬ 
tration rather than diversification. Not always are the former important, 
but in industries where they are crucial, a great deal may hinge on top 
management’s sensitivity to them. As illustrations we can again look at 
the chemical and household appliance industry : 

Thinking big in the chemical industry requires a certain concentration of 
investment funds. Concentration, however, necessitates a high degree of 
confidence. Lack of sufficient confidence may lead to several small projects 
to hedge against the failure of any one project. This is undesirable because, 
while hedging in small ventures to spread risks may ensure survival, it does 
so only at a subsistence level; it is the bold large-scale operation that makes 
the money in this industry. 

At the same time, specialization and concentration are complicated by 
what might be called structural requirements. Entry usually is not possible 
without the satisfaction of a wide range of such conditions as having a 
low-cost and secure source of raw materials and marketing or disposition 
arrangements for the several coproducts which are simultaneously manu¬ 
factured in a variety of chemical processes. Also, a successful marketing 
program may require several complementary products, thus further 
extending the scope of a chemical operation abroad. It is inability to satisfy 
these structural requirements completely which inhibits foreign entry by 
chemical companies in a major way. Thus, even large American chemical 
firms have experienced major difficulties in entering the European market. 

Specialization in the household appliance business is crucial for different 
reasons. Because of its narrow margin, price and cost control must be 
very tight, with the result that top management must place a great deal 
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of reliance on the ability of the manager in immediate charge of opera¬ 
tions. However, price concessions will always be required to move inven¬ 
tories that inevitably pile up because even the best forecasting cannot fully 
anticipate all variations in consumer demand. Hence, considerable atten¬ 
tion must be given to systems which keep inventories low as well as to 
the skill of merchandising. The latter, in fact, can be defined in the appli¬ 
ance industry as the ability to move inventories with the minimum con¬ 
cession in price. 

Therefore, the type of management necessary is one that combines 
promotional skill with a fine sense of control. Close familiarity with the 
appliance business has shown that management will work best when both 
these qualities can be found in one man. And because so much sensitivity 
is required in the merchandising job, it is best performed when only one 

major product is handled. Consequently, there are convincing arguments 
for specialization in the appliance business. 

Product Policy 

Different income levels in foreign countries often demand different 
product lines from those offered in the United States. 1 Nevertheless, the 
major European operations of some U.S. firms are exclusively devoted to 

of size, versatility, quality, or 
price, American-type products usually occupy a place only at the top of 

the effective European product line. With most of Europe’s current market 

growth occurring not in these products but in the basic models, the result 

is that the firms mentioned are losing their market shares. This leads to 

undercapacity operations of plants that are already relatively small, thereby 

increasing costs. Indeed, the U.S.-type products can usually be supplied 

more economically from American plants than from European sources. 

Distribution Requirements 

As was mentioned earlier, distribution can be one of the critical 
obstacles to successful entry into international business. It is therefore 
vital to analyze the particular distribution requirements for an industry 
as well as the prevailing conditions in the foreign country. Differences 
among countries can be most significant, requiring great flexibility and 
varying policies on the part of international businesses. Even in the same 
industry the distribution setup can favor the entrant in one country, while 
constituting a major hurdle for him in another country. To illustrate: 

In the German consumer-goods industries, wholesalers are by tradition 
non exclusive, making it difficult for leading manufacturers to control dis¬ 
tribution. The alternative, direct selling, may increase costs more than 

1 See Raphael Hodgson and Michael Michaelis, “Planning for Profits in World 
Business”, HBR November-Decemben 1960, p. 135. 
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prices can support. Hence, an opportunity exists for the smaller manu¬ 
facturer to an extent precluded in countries where there are distribution 
bottlenecks. However, the situation puts greater emphasis on other 
marketing elements, such as price and reputation. For instance, it may 
increase the importance of advertising. This provides an opportunity for 
the importer who can advertise, who can be expected to meet prices, but 
who usually has difficulty in controlling distribution in a foreign country. 

In France, the actual shortage of distribution (a large city such as Lyons 
has only two really capable appliance wholesalers) puts an extraordinary 
burden on newcomers in the industry. They normally must sell direct, and 
in France with its widely dispersed population—this is a very expensive 
proposition. Also, distributors who are available insist on a full line of 
white goods (i.e., refrigerators and washing machines), a condition which 
can tempt manufacturers into a full-line operation that (as we have 
indicated) is difficult to manage. 

In Britain, distribution is similar to what it is in the United States with 
a relatively large number of exclusive wholesalers. Some manufacturers 
have begun to sell direct, a condition which has left their former whole¬ 
salers available to importers who wish to use them. 


INTERNATIONAL COMPARISONS 


By comparing the operating margins of companies in different countries, 
management can easily recognize the opportunities for entry. The ques¬ 
tion that executives may face now is: Can the policies and practices which 
permit a profitable operation at home under a lower operating margin also 
prove successful abroad? As our earlier discussion of industry conditions 
has shown, there are inherent dangers in transferring the reasoning that 
works in an industry from one country to another. Operating margin 

analysis checks false analogies by providing a useful framework for evalu- 
ating them. For example: 


Most electrical components in Europe are sold at a price several times 
C ri St t °a ™ aterials ’ com pared with an operating margin of only 80% in 

action "can b.Tt ™ S - P ° intS t0 sizable °PP ortuniti es. But before'any 
much lareer fn F ^ 1S ne ^ essar y to ask wh Y operating margins are so 
involuntarv and Whether h is a PP ro Priate to analogize American 

:;t n r y r ta tT"n a E„'„t in de,ermining how a us - ““ shou,d 

standTrdlzation'anH hi § h * Europe because of lack of 

appear dtLble m ?o n t C T e d ° n basis ° f America " “P^nce. * would 

impose it on tli^i luclustr^^ cit . ^ . types, 

y a ow price, manufacture in great quantities, 
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and shake the business down”. One manufacturer is doing precisely this. 

At present, this firm cannot meet demand; delivery times are up to 15 

months! It has become an outstandingly profitable operation and has not 
yet been seriously challenged. 

In the case of discretionary expenses, however, an analogy with U.S. 
experience does not appear relevant. For instance, discretionary expenses 
in one U.S. electronic systems industry have become truly defensive; it has 
become a competitive necessity here to spend between 15% and 20% of 
sales in providing custom-tailored systems engineering to industrial cus¬ 
tomers. Without this provision, a company’s market share would suffer 

. . , on the other hand, not nearly as much systems work 

is required. Also, current growth requirements lead to long deliveries, result¬ 
ing in minimal sales expenses or direct sales of components to large users. 

Thus, while U.S. experience in the involuntary cost area appears to be a 
promising guide, the opposite is true in the case of discretionary expenses. 

Threats and Opportunities 

International comparisons of operating margins are helpful in still another 
way. Foreign import threats or export opportunities can be spotted by 
comparing the domestic operating margin in a given country with importers’ 
opera mg margins. The operating margin of an importer indicates the degree 
y which the selling price in the importing country less import duties and 

e , XCeeds „ the materials cost in the exporting country. It thus expresses 
or the firm selling abroad the margin within which both the domestic manu¬ 
facturing and the foreign sales effort must be conducted. 

B y cakulatmg the operating margin for various exporting nations and using 
e omes ic operating margins, management can construct a grid of oppor- 
tumty which compares the foreign opportunity with that at home. An 

fui 7 n in EXH1BIT V1 ‘ Such a S rid 3150 sh « w s the discretionary 

cash available for any volume of goods to be moved abroad. 

Knowing its position relative to that of foreign competitors, a firm can 

ecide whether and how to enter international markets. This analysis will 

take into account both the industry conditions and the nature of competition 

!.? 6 °-f- untr y (which implies analyzing the discretionary expenses of 

the established firms). To illustrate the total approach: 

The opportunity grid in Exhibit vi shows that in 1959-1960 a German 
re rigerator manufacturer could expect a 61% and 68% operating margin in 
France and Britain respectively, compared with 40% in his own market, 
owever, ana ysis of industry conditions as well as discretionary expenses 

m ra ^ C f, an during that period showed significant differences. In 

view o ranee s acute shortage of distribution, it was necessary to spend a 
significant portion of one’s discretionary money on distribution, especially 
on irect se ing. This aspect, combined with lower plant scales, required 
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higher margins in France than in Germany, while still making for very low 
profits. In Britain, on the other hand, distribution was less tight and, in spite 
of high involuntary costs, the industry was enjoying high profits. 

As a result, even though German producers could count on almost equal 
operating margins in both France and Britain, entry into the British market 
was more profitable and could be more easily achieved. In Britain, price 
reductions alone proved-highly effective; while in France, the situation would 
also have required a distribution investment (e.g., a full product line or com¬ 
pany-sponsored outlets). 


Check Points 

In evaluating foreign opportunities, three elements 
importance: product line, pricing, and distribution : 


are often of crucial 


(1) In the preceding example, German refrigerator manufacturers had little 
difficulty of a product-line nature because their product was very similar to 
British refrigerators. Also, commodities such as chemicals, aluminium, steel, 
paper, or glass are fairly identical among countries, thus not only saving 
trouble for the producer but also enabling buyers to switch more easily to 
foreign sources of supply. However, in many instances product lines will 
differ in composition from country to country, sometimes requiring expen¬ 
sive adjustments The cost of these adjustments should be taken into account 
in drawing up the opportunity grid. 

(2) Opportunity grids for commodities normally show wide operating 
margins because a significant portion of a firm’s discretionary money is 
required to meet fixed plant costs. In commodities, as a result, the foreign 
entrant enjoys wide discretion, giving him greater pricing flexibility than 
hat enjoyed by an exporter of differentiated products with their lower 
operatmg margins. In short, price cutting is most likely to be effective where 

a marU 7 a ° peratin ^ margin - a minimum of product differentiation, and 

suppliers ^ °" 6 Part ° f CUSt ° merS t0 Sh °P ar0und for low-price 

than fi h is b ° ttle ! leck is normally less critical for commodities 

f ‘ f differentiated products. Although a domestic commodity 

not mke much" 1 foretn 6 3 film h ° ]d ° n local distribution, it does 

severe strains on th^T^- 1011 ’ ^ through irr egular channels, to put 
examnwT pnC,ng struct ure. On the other hand, the earlier 

constitute ITeriou h US Hi° Id appliance indu stry show how distribution may 
Tn lZ of th™ 2 7 t0 the eXp ° rter of differentiated products. 

must be considerablv^h-vh^? 15 ’ ^ 1<5Vel ° f t3riffs that wil1 inhibit trade 
ducts LhT= c ^ r° r C ° mmodities than . differentiated pro¬ 
top of the “wall” than fh f ormer are more sensitive to changes at the 

g Europe with its gradual abolition of tariff levels will most 
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probably be felt more quickly and more strongly by commodity producers. 
This may force them to become continental in scope more rapidly than 
manufacturers of appliances and other differentiated products. 

Exhibit vi. Relative operating margins of intra-European sales 

of 150-litre refrigerators, 1959-1960. 

(Margins existing in each country are shown in black) 


IMPORTING COUNTRY 



Note: The operating margin is calculated as follows: (1) from the sales price in 
the country of destination subtract (a) the tariffs, taxes, and freight costs to ship 
the goods there, and ( b ) the materials cost in the country of origin ; (2) divide the 
figure thus obtained by the materials cost in the country of origin. (Figures in paren¬ 
theses indicate negative margins.) 

CONCLUSION 

Opportunity analysis imposes a strong discipline on business planning by 
ensuring that both the immediate and the ultimate goals of management are 
consistent with the industry’s current and future competitive conditions. 
Such goals, in turn, can be translated into clear entry and participation 
requirements for a foreign venture. These requirements have to be consistent 
with the firm’s capabilities and willingness to commit the necessary resources. 
It is the reconciliation of these interrelated objectives which makes the appli¬ 
cation of operating margins so useful. For example: 

Suppose that a venture has a 50% operating margin and that manage¬ 
ment’s target is a volume of X dollars. Estimating the involuntary costs at 
this volume plus the discretionary expenses required to achieve it, executives 
can determine whether the needed outlays can be covered by the 50% 
margin while leaving an adequate profit. If not, either the venture should 
be abandoned or the sales objectives must be raised. Perhaps a larger 
marketing investment would produce sales levels of a magnitude large 
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enough to lower involuntary costs to the point where an adequate profit 
could be made within the 50% operating margin. 

Opportunity analysis enables management to cut through the confusion 
of current fluctuations and erratic circumstances to the conditions of 
ultimate success. It will not exaggerate these conditions nor lead to the 

a run on prices may otherwise induce. 
Also, it helps executives to foresee any important differences between the 
venture under their consideration and the industry leaders’. The very dis¬ 
cipline of this exercise may reveal errors in the initial project—for example, 
by demonstrating that instead of spreading resources over several projects 
it might be better to concentrate on one, or that the contemplated program 
is too large for the resources a company is able or willing to commit. Thus, 
opportunity analysis leads to consistency in planning in terms of: 

The immediate goals of a venture. 

The ultimate goals of a venture. 

The parent company’s capabilities. 


Let us consider each of these elements in turn. 

Immediate Goals 

In terms of the discretionary margin, a project should be designed to avoid 

of viabilkv f 8reat 3 dlSadvanta S e with direct competitors. Thus, the test 

alvlnced ? ” V6ntUre Wil ’ be whether * starts in a sufficiently 
position the' * pr0greSS as wel1 as P rofits > considering the leaders’ 

51 ’ 7 probable rate of growth, and the corresponding decline of 

their involuntary costs. Consequently, if competition in the field chosen is 

distribute outlets and promotional resources, it is zbsZ to try to emer 

TheTe'Ttateme t 3 ^ ^ 3 Sma " er distributio " investment. 

American™ T CVident enough ’ but some highly sophisticated 

in&Spir^f T disadvant3ge - a11 ~ ” 

process that is at fruit the * ^ °u 3 chem,cal P lant or the type of 

investment If ^ ’ h rror cannot be rectified without a major new 

monopoly ^if its com^ietit^ir *t ignores a virtual distribution 

investment in direct distribution 3111 !! * r6Ct .7 the sltua tion without a major 
ment requirements at the m t ■ ec °g nitl0n °f these additional invest- 
about the initial venture. might 3VC Changed man agement’s thinking 

growth oflhe 'maTker^nrihetb- 11 '!' 136 I 356 ? 0n recognition of the rate of 

firm’s relative position wfth 1 77? Sh ° U ' d be at least t0 maintain the 

position with the leader’s. The route to this objective may 
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lie either in direct competition with industry leaders or in avoiding the field 
of direct competition altogether. There is no better way to recognize the 
costs of various strategies than to catalogue the marketing mix of every 
competitor and to determine, by analysis of discretionary expenses, what 
each method costs and what sales volume is supporting it. With these data 
should be included the “defensive” costs of many types of business—e.g., 
the very high systems expense that is characteristic of the American process 
control industry, or the high level of research expenditure imposed on the 
pharmaceutical industry by rapid product obsolescence and product 
insecurity. 

An analysis of this type can be invaluable in helping management to 
recognize: 

1. The margins that must be provided for various channels of distribu¬ 
tion, which in turn helps with the selection of those channels that 
would be within a venture’s resources and objectives. 

2. The cost of developing direct distribution, if satisfactory distribution 
is no longer available, or of challenging manufacturers in existing 
channels. 

3. The size of the service organization and the level of promotional effort 
(e.g., advertising expense and point-of-sale effort) required to sustain 
a business. 

4. Whether complementary product lines are necessary to sustain the dis¬ 
tribution system and, if so, what the cost of purchasing or manufac¬ 
turing such lines is. 

5. The needs for new capacity and product-development programs to 
maintain a profitable position. 

6. The discretionary savings that might be achieved if different competi¬ 
tive methods are chosen, thus making a contribution to profit or pro¬ 
viding a price wedge. 

All this means that management can define the entry and participation 
requirements which will prove effective under given conditions. For example: 

If the competitive route requires control of distribution, the system created 
for that purpose must be maintained through tight inventory policies and 
satisfactory discounts. Or complementary product lines may have to be 
carried. It may also be necessary to maintain an adequate market share 
even though this may involve a declining price policy. 

If the competitive route is through price competition, such tactics as 
frequent model changes or large promotional campaigns may have to be 
dropped. More attention will have to be paid to the lowest cost distribu¬ 
tion through such outlets as mail order or discount houses. It will also be 
imperative to have an efficient manufacturing plant. 
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If product features are a vital selling argument, it will be necessary to 
back them up with outlays of the discretionary type, e.g., advertising and 
demonstration. i 

If manufacturing opportunities in a standardized line of products are going 
to be exploited in an unstandardized market, initial promotion and distribu¬ 
tion channels should be consistent with manufacturing plans. 

If a small venture is contemplated, management should not select a 
market or a product that is big but a segment that is within its concen¬ 
trated capabilities and that can be served independently. A segment of this 

size may be a source of dissipation or an unimportant sideline for the bigger 
firms. 

If only a small venture with a relatively poor discretionary margin is 

possible, then management should abandon the project unless it can offset 

the disadvantage with some special advantage such as U.S. technology, 

depreciated tooling, or a more complete product line supplied partially by 
U.S. imports. 


Ultimate Conditions 

In almost every product field comes a time of maturity. This period is 
not necessarily an unprofitable one. Market leaders are usually able to stay 
profitable, as evidenced by the experience of many American businesses. 
Nevertheless, these periods can be characterized as highly competitive, with 
operating margins very low because of high volumes of production by the 
leaders, which enables them to enforce severe price pressures- to reduce 
participation in the industry. The leaders of the German refrigerator and 
the British television industries have pursued such a program to the extent 
that only two profitable and dominant manufacturers remain in each field. 

The foregoing analysis of operating margins and involuntary and discre¬ 
tionary costs provides some yardsticks of the ultimate conditions within 
which a venture may be required to operate. For example: 


T 6 ° f refn S erator industry in Europe, discussed earlier, we 
ubt whether in the long run operating margins can get much below 35% 

i e * P ‘ he V ? T 6 le ?' S ° r degree of com Petition that may ensue. This is 
the margin which would provide a satisfactory investment return to a manu¬ 
facturer who has achieved his distribution objectives and who is manufac- 

C n fev a el of * f f Ut 30 ,°’ 000 UnitS 3 ye3r ' A P artid P ant wh ° achieves 
his level of production and marketing and who does not dissipate his 

management f"' ^ 3 permanentl y Profitable condition. Unless 

would be unwise to enter this business. SG ’ 11 


The implications of such 
objectives. For example, a 


an analysis depend completely on management 
company might decide not to stay in a business 



148 


READINGS IN MARKETING MANAGEMENT 


for a long period but enter only for early profits and sell out before com¬ 
petition gets tough. Some chemical ventures are launched on this basis. 
With innovation providing an early lead, prices are set to maximize profits 
regardless of the competition that is invited. A rapid payback makes the 
operation worthwhile, regardless of the ultimate consequences. 


Extent of Commitment 

A foreign venture’s goals and the resulting entry and participation require¬ 
ments must also be consistent with the parent company’s capabilities, 
resources, and willingness. It is perhaps the unwillingness to commit physical 
resources and management rather than the incapability to do so that 
creates the real deficiency of so many foreign ventures. Easy profits in an 
immature, loose industry entice companies to risk the luxury of limited 
operations. At times, in fact, the limited foreign operations of American 
firms appear to be the consequence of attempts by operational managers 
to gamble with time in order to have at least some foreign program; if 
they were to place heavy demands on corporate purse strings, they might 
kill the contemplated foreign program altogether. Perhaps the weakness of 
several American foreign operations may be traced to this problem more 
than to any other. 

If foreign operations are limited at first in order to conserve corporate 
funds, is the company willing to pitch in with more capital later on during 
the “shakedown”? It requires an unusually determined and confident 
management to increase investments in a losing business in order to secure 
a competitive position. Therefore, if a firm is incapable or unwilling to 
commit sufficient resources, it may be preferable to forget about a limited 
operation in a large field. On the other hand, it may still be profitable to 
select a narrow field in which a full-scale operation can be conducted. 
Companies with limited resources might, therefore, do well to reverse the 
usual process of analysis. Instead of choosing the field first and the cost 
of entry afterward, they might first determine the cost of entry they are 
willing to pay and then select projects accordingly. Rather than match 
the firm to the field, in other words, it would be better to match the field 
to the firm. 

In this endeavour opportunity analysis once again becomes a valuable 
tool for decision makers by pointing up the possibilities of using resources 
in the most economical way. Four of these possibilities stand out and, 
because of their pertinence to management’s final decision, make a fitting 
close to our discussion: 


1. Better timing —Even though the risks of a venture may be greater, an 
early start makes it much easier to achieve a viable position by building 
up quickly to a competitive scale of manufacture or to an adequate market 
share. Furthermore, poor starts can be rescued more easily. 
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This possibility of reducing costs is important in Europe today because 
there are many areas of considerable immaturity there comprising indus¬ 
tries that, in the United States, rank high in maturity. For instance, a large 
part of the electrical manufacturing industry in Europe still enjoys a great 

deal of looseness, lack of production standardization, and continuing 
market growth. 

2. Acquisition This is often a very inexpensive method of entry into 

mature businesses, especially when an unprofitable firm is acquired which 

fills top management’s structural objectives either as a source of supply 

or as a means of distribution. (The latter is particularly important during 

the maturity of a field, when a slackening rate of growth makes entry diffi¬ 
cult for outsiders.) 

3. Specialization This approach enables a company to make limited 

resources go further and achieve a strong relative position in the field in 

which it concentrates, without compromising its product line or distribu- 
tion requirements. 

4. Exploitation of special skills —This kind of effort may significantly 
re uce the demands on a foreign venture, especially in relation to its com- 
petitors For instance, research and technical know-how developed in the 
Un.ted States may give the venture an obvious edge in competing for sales. 
Similar results may be achieved by supplying parts of the product line or 
certain components from the United States, by using idle or obsolete 
machinery and tooling from American plants, by utilizing the parent cor¬ 
poration s design and engineering staffs, and so forth. Such backing by the 

fnrT 1 , C ° mp t any ma y aIso enable a significant reduction of a foreign ven¬ 
ture s discretionary expenses. 



12/The Adoption Process : Foundation 
for Research on Human Behavior 

Understanding the adoption process of new products is essential if the firm is to 
capitalize on the notion of market segmentation. This paper discusses the nature 
of the adoption process, the kinds of change involved, and the different adopter 
categories which have been identified as a result of the research which has been 
conducted on this subject. 

For many products, the process of adoption follows a rather uniform 
pattern, from the time the new product is developed until it is widely 
accepted by the ultimate consumers. More is known about the adoption 
of agricultural products and practices than about others. Rural sociologists 
have been concerned with the introduction of new practices and with new 
product adoption in agriculture for a number of years, and they have 
systematically studied the process by which change takes place. In addition, 
some studies have been made of other kinds of innovation, including the 
adoption by doctors of new wonder drugs for treatment, 1 the adoption of 
new educational practices by school systems, 2 and the adoption of color 
television. 3 The process of adoption in all these cases has been quite similar. 
There are exceptions to the pattern; for example, black and white television. 
The general pattern appears so widely, however, that it is the central theme 
of this report. 

Researchers have charted the course of a new product by determining 
when people adopt it. The curve which results is a simple one, the well 
known probability curve, in cumulative form. 4 A few people adopt a pro¬ 
duct at first, then a few more, followed by a rather sharp increase and finally 
a leveling off when most of the potential consumers have adopted the 
product. 

1 Katz, E. The two-step flow of communications: an up-to-date report on an hypo¬ 
thesis. Public Opinion Quarterly , 1957, 21, pp. 61-78. Menzel, H., & Katz, E. Social 
relations and innovation in the medical profession: the epidemiology of a new drug. 
Public Opinion Quarterly, 1955-56, 19, pp. 337-352. 

2 Mort, P. R., & Pierce, T. M. A time scale for measuring the adaptability of school 
systems. New York: Metropolitan School Study Council, 1947. 

3 Batten, Barton, Durstine & Osborn. Colortoivn. 

4 North Central Rural Sociology Committee, Subcommittee for the Study of the Diffu¬ 
sion of Farm Practices. The diffusion process. Ames: Agriculture Extension Service, 
Iowa State College, Special Report No. 18, 1957. 

Source: From The Adoption of New Products: Process and Influence (Ann 

Arbor, Michigan: Foundation for Research on Human Behavior, 1959), pp. 1-8. 
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Such a curve is presented in general form in Figure 1. No scale is 
given for the time dimension, because this differs from product to product. 
A number of studies indicate, however, the form of the curve remains 
constant, and therefore that knowledge of the time required for a first 


Figure 1 



TIME 


relatively small group to adopt a new product will, by establishing the time 
scale for that product, make possible fairly accurate prediction of the rate 
of adoption by the rest of the applicable universe. 


The Kind of Change 

The time it takes from introduction to wide-spread acceptance depends, 
in part at least, on the kind of change involved. The adoption of a new 
product can be viewed as a special case of attitude change. Almost by defini¬ 
tion, such a change encounters resistance. The new product or method 
usually alters or replaces something which is already part of the individual’s 
pattern of thought. If the change under consideration is a really major one, 
it is quite likely that the attitudes and feelings associated with the old way 
are strongly held and will account for a great deal of resistance. On the 
other hand, if the change is trivial, the associated attitudes may be taken 
on easily. (They may also be cast off easily, of course.) Most new products 

or practices probably encounter resistance somewhere between these two 
extremes. 

When new products are being adopted, there are different levels of 

aroused a d IT' The § reater the complexity, the more resistance is 
have listed f n Tf^ T lod required for ^option. Researchers 

farmer who arl h !• C ° mplexit y in the cha "ges usually confronting 
armers who are adopting new products or practices.' Least complex is a 

simple change m materials or equipment. Such a change mighf be the 

being°used bra " d of fertilizer or to increase the amount already 

must learn t T “ techmqUe IS lightly more complex. The farmer- 

xample might be applying fertilizer along planted rows, instead of brofd- 

5 Same reference as footnote 4. Also, Wilkenine f a tv, i . 
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cast over the field. The third level involves both a change in materials 

and a change in technique. A farmer who has never used fertilizer faces 

such a change. He must adopt the new material, acquire the equipment to 

apply it, and learn how to use the equipment. The most complex change 

is a change of enterprise; for example, a change from cotton growing to 
dairying. ^ 

Obviously there are shadings in complexity among these four types of 
change, and other kinds of new products may involve a wider range of com¬ 
plexities than do farming practices. However, the level of complexity is an 
important factor in determining the time it takes for a new product to be 
adopted. Fifteen years elapsed between the introduction of hybrid seed 
corn and its adoption by almost 98 per cent of the farmers. 6 Other changes 

take longer. The adoption of new educational practices by school systems 
took 50 years. 7 Some changes take place quickly. 

It is not always easy to tell how complex a change is involved in a new 
product Hybrid corn is one example. Initially, this seemed like a simple 
change in materials. Actually, it was a far more complex change. Farmers 
feared the total reliance on commercial sources for seed corn, something they 
had previously produced for themselves. Furthermore, many farmers took 
pride in their ability to select good seed corn from their own crop, and they 
were accorded status for this skill. The new hybrid corn not only made the 
farmer feel more dependent, it also did away with an important source of 
prestige. A large majority of farmers had probably adopted hybrid corn 
within five years of the initial distribution, but it took fifteen years before 
almost all farmers were using it. Now, when a new hybrid variety of any¬ 
thing is introduced, it is adopted much more quickly. Examples are hybrid 
chickens and hybrid hogs. 

The complexity of the change is only one important factor in determining 

the time required for adoption. There are others. For instance, cost is 

important. The more costly the item, the longer it takes before it is widely 

adopted. Rate of return and Visibility of return are also important. A change 

which has rapid and obvious results is adopted more quickly than a change 

with slower, less visible results. In the long run, of course the change which 

produces slower results may return more, but it still is not adopted as quickly. 

A new fertilizer is likely to be adopted more quickly, for example, than soil 
conservation practices. 

THE INDIVIDUAL ADOPTION PROCESS 

The decision to adopt a new product is not Simply a “yes” or “no” decision, 

Ryan, B., & Gross, N. C. The diffusion of hybrid seed corn in two Iowa communi¬ 
ties Rural Sociology, 1943, 8, pp. 15-24. Also, Ryan, B., & Gross, N. C. Acceptance 

and diffusion of hybrid seed com in two Iowa communities. Ames : Iowa Agriculture 
Experiment Station, Research Bulletin 372, 1950. 

7 Same reference as footnote 2. 
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nor is it something that happens all at once. When an individual is confronted 

with the possibility of change, he goes through several mental stages before 

he finally makes up his mind to adopt or not to adopt. Five stages in the 

decision-making process may be distinguished. 8 Farmers readily recognized 

these stages when questioned regarding their decisions to make changes and 
adopt new products. 

Awareness comes first. At this point, the farmer learns about the new 
product. He knows it exists, but he has only general information about it 
The interest or information stage follows. If interested, the farmer begins 
to collect more specific information about the new product. If his interest 
continues to grow, he wants to know the potentialities of the new product 

en(k him ’ W r7 k° r 7 WlH mCrease his income or contribute to other 
ends considered by him to be important. The next step is the mental 

application or evaluation stage. The farmer goes through the change 
Tbe bette" off'” 5 Thef 77 T7 1 ^ ^ 1 d ° it? If 1 do * ^ 

I' f 1 T fitla 8G bef0re ado P tion is the trial stage. At this 

point the farmer tr.es the product out on a small scale if this is possible 

Many farmers purchased a small can of weed spray and used it on the r 

gardens before they used it on their cops on a large scale. A s eat many 

pl = ntel Sl * » cres »' hyM teed com the first year, the acreage one 

a smal “'scale “IT* W °“' d S ° me prod “ c,s cann °t bc tried out on 

small scale, and it seems quite reasonable to expect such products tn 

at Cng ways'to^trjl'nesv'ideas "E P “ P ' C '° q “ i,C '"S 5 " 1 ™* 

tirx'rz*- - — P 

im“Z« 'toS.'IS 

They should not be ignored. " a St6P bef ° re ado P tion - 

adopt the new^product anT be”’ Sta8C; A * tH ‘ S P ° int the farmer decides to 

replace it and the P " duCt a,0n8 

ADOPTER CATEGORIES 

adop ^ l ^ e 0 ^^^^^!^ 3 ^^ 3 T * the Same time ' The 

a decision more quickly SL, ZtL “ *? geSt5 that S0,ne P e °P’c arrive at 

Others wait a longtime Lfore th ey take ulZl ^ ^ 

"ever adopt. There has been a Lat deal nf "7 P ’ ^ Sti " ° thers 
8 Same reference as footnote 4. r6St theS6 lndlvidual 
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differences and great deal of speculation about “innovators”, those who 
are first in a community to adopt a new product. To these individual 
differences, the Iowa State researchers took the data from a number of 
independent studies of new product adoption by farmers. They divided 
people into groups according to time of adoption, 9 and then studied each 
group. Significant differences appeared among them. These were the groups 
they distinguished and studied: 

People adopting Cumulative 

total adopting 


First 

2.5% innovators 

2.5% 

Next 

13.5% early adopters 

16.0% . 

Next 

34.0% early majority 

50.0% 

Next 

34.0% late majority 

84.0% 

Last 

16.0% laggards 

100.0% 


“Innovators” are arbitrarily defined here as the first 2.5 per cent to adopt 
the new product. Based on the data compiled, these generalizations appear 
for farm innovators. 10 

They have larger than average farms, are well educated and usually come 
from well established families. They usually have a relatively high net 
worth and—probably more important—a large amount of risk capital. 
They can afford and do take calculated risks on new products. They are 
respected for being successful, but ordinarily do not enjoy the highest 
prestige in the community. Because innovators adopt new ideas so much 
sooner than the average farmer, they are sometimes ridiculed by their con¬ 
servative neighbors. This neighborhood group pressure is largely ignored 
by the innovators, however. The innovators are watched by their neighbors, 
but they are not followed immediately in new practices. 

The activities of innovators often transcend local community boundaries. 
Rural innovators frequently belong to formal organizations at the county, 
regional, state, or national level. In addition, they are likely to have many 
informal contacts outside the community; they may visit with others many 

9 Note: I-or convenience in making comparative studies, researchers used standard 
deviations of a normal distribution to establish the percentage breaks between cate¬ 
gories. People who fall within one standard deviation above the mean are considered 
in the early majority ; people who are between one and two standard deviations above 
the mean are early adopters. Similarly, people within one standard deviation below 
the mean are late majority, etc. 

10 Same reference as footnote 4. Also, North Central Rural Sociology Committee, 
Subcommittee on the Diffusion of New Ideas and Farm Practices. How farm people 
accept new ideas. Ames: Iowa Agriculture Extension Service, Iowa State College, 
Special Report No. 15 ? 1955. Also, Rogers, E. M. Categorizing the adopters of agricul¬ 
ture practices. Rural Sociology, 1943, 8, pp. 15-24. 
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miles away who are also trying a new technique or product, or who are 
technical experts. 

The “early adopters” are defined as the next 13.5 per cent of the people 

who adopt the new product. According to the researchers, early adopter 
farmers have the following characteristics. 

They are younger than the average farmer, but not necessarily younger than 
t e innovators. They also have a higher than average education, and partici¬ 
pate more in the formal activities of the community through such organi- 
zations as churches, the PTA, and farm organizations. They participate more 
than the average in agricultural cooperatives and in government agency pro¬ 
grams in the community (such as Extension Service or Soil Conservation). In 
fact, there is some evidence that this group furnishes a disproportionate 
amount of the formal leadership (elected officers) in the community. The 

early adopters are also respected as good sources of new farm information by 
their neighbors. y 


The third category of adopters is the “early majority”, the 34 per cent of 
people who bring the total adoption to 50 per cent. The number of adop¬ 
tions increases rapidly after this group begins to adopt. (See chart.) 

exnerienc? Th™? ^ aVei ' age in age ’ education - and farming 

penence. They have medium high social and economic status. They are 

less active in formal groups than innovators or early adopters, but more 

ffi he re™ h ° Se ° ad ° Pt Iater ’ In many Cases they are not f° rm al leaders 
zatffins ?r ni 7 ° r § an, fi 0nS ’ bUt they are active members ^ these organi- 
The n Jffie ! h d Extension meetings and farm demonstrations. 

elected leaders The ^ 77°^ Iikdy t0 be informal rather than 
elected leaders. They have a following insofar as people respect their 

opinions their “high morality and sound judgment”. They are “just like 

ad pTu" St m 7 “« I- an idea iuwo, e 

ST' ‘ the : nformal fails >wo or three times, his following 

hi T g r t • ^ ,he ** 

afford to make poor deekin ? C3r ! y , ado P ters and innovators, he cannot 
These people P tend m • the S ° Cia 3nd economic costs are too high. 
People in ^community 3SS0Ciat ® mainIy ln their own community. When 

they talk over ideas,th^eariJ 0 nam \ neighbors and friends with whom 
frequently. On their part thpu / ™. a,onty are nam ed disproportionally 
friends hold about them for this^theif 7 ^ ° pini ° ns their nei § hb °i-s and 

mation. * y °° k t0 the early ado Pters for their new farm infor- 

t f r h Categ ° ry - These are tbe 34 per cent 
already using it. neW produc t after the average farmer is 

farmer. While'tifey^a r t JIp a !7less active" w ^ ° ldCr than the avera S e 

y P leSS 3CtlveIy ,n f °rmal groups, they probably 
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form the bulk of the membership in these formal organizations. Individually 
they belong to fewer organizations, are less active in organizational work, and 
take fewer leadership roles than the earlier adopters. They do not partici¬ 
pate in as many activities outside the community as do people who adopt 
earlier. 

The last category, the final 16 per cent of those who adopt a new idea, 
are the “laggards”. This group may include the “non-adopters” as well if 
the new product is not used by everyone. 

They have the least education and are the oldest. They participate least in 
formal organizations, cooperatives, and government agency programs. They 
have the smallest farms and the least capital. Many are suspicious of county 
Extension agents and agricultural salesmen. 

These are some of the important differences among the adopter categories. 
They may provide useful guidelines for further exploration. For example, 
each of these categories plays an important role for the others in the 
adoption process. Innovators are the pioneers, and early adopters wait to see 
the innovators’ results before trying the new product themselves. The early 
adopters, in turn, often influence the early majority. In addition, each of 
these categories seems to rely on different sources of information and 
influence, other than the sources already described. 



13/Market Potentials and Marketing 
Management 

Donald R. G. Cowan 

r iasurement °f the market potential for a product is essential if a firm 

“ m -^ erate witb ^ high degree of efficiency. This article, after discussing 
the importance of market potentials, goes on to describe the time and place 

aspects of market estimation. A distinction is made between the potential for 

no!enri Pany / nd P ° tentla)s for salesmen - The different methods of establishing 
potentials and quotas and their strong and weak points are also discussed. 

Management is showing renewed interest in adequate measurement of 
market potentials. Since 1940, general attention to this important phase of 
es administration has not been as keen as in the period from 1925 to 1940 
There have, of course, been exceptions as to short periods, particular firms 
and special phases of the broad problem of potentials. After World War If' 

„d ,h mP ’ 5 nUn,ber °' C ° mf ' aniK Were interested in their Indus ,,"' 
and them own prospective share of the total economy, but they gave scan, o 

superficial attention to potentials fo, their salesmen's territories 
Market Potentials 

Recently in marketing research, technicians have devoted their time tn 

activities £ 

government bureaus sucTaTthfu^S 1 d' 0U / Slde agencies * especially the 
of the Census and Office of n S ' De P artment of Commerce’s Bureau 
technicians do not know the meto'l E T° mics - Man V of these research 
about market potentials from these ° t ° i m ' nmg the valuable information 
be done at very low cost in Z T CXternal S0Urces ’ which ca « 

surveys. The latter have cast a hvnnotiT faCt ' gathering b y sam P ] e 
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not divert sales administrators from their central task, which is to know 
the market potentials, where the market is located, and how and in what 
quantities the selling and advertising effort of various kinds must be applied 
to accomplish company objectives profitably. 

In considering this central task of sales management, one finds the term 

market potentials is used with different meanings and dimensions. First, 
market potentials may lefer in a general way to the market provided by the 
whole economy as measured by total national income or total national 
expenditure. Gross National Product is often used for this purpose. Esti¬ 
mates of Gross National Product for various periods in the future relate to 
the nation’s future market potential. 

Second, market potentials may be regarded as one of numerous sectors of 
the economy such as consumer soft goods, consumer durable goods, capital 
equipment, or construction. These segments do not rise or decline either in 
unison or at the same rate, and in a broad sense are competing with each other. 

Third, maiket potentials may mean a single industry’s participation in, 
or share of, a major segment of the economy, such as the food industry’s 
share of consumer’s soft goods, or the refrigerator industry’s share of con¬ 
sumer durable goods. Here again, there is competition between industries. 
The increased use of automobiles is said to have affected the character of the 
demand for clothing and housing. Among food producers, it is well known 
that the purveyors of starchy foods have lost ground. One is reminded of 
the American Meat Institute’s advertising campaign, sustained over many 

years, for the purpose of inducing consumers to spend a larger share of their 
food expenditures for meat. 

Fourth, market potentials may refer to the size of the market for a parti¬ 
cular product’s classification, such as high-priced, medium-priced, and 
low-priced cars. 

Fifth, market potentials may pertain to the sales volume and possibilities 
of a particular company. 

Sixth, it very frequently applies to the individual products of a company, 
eventh, market potentials may be one of the previous concepts narrowed 
down to individual areas, such as regions, states, counties, cities, or other 
geogiaphic areas. The Cleveland Chamber of Commerce is referring to the 
total market potential of the wide area served by that city when it speaks 
of Cleveland as the best location in the nation. As a general measure, the 

hamber might use the Gross National Product or expenditure within a 500- 
mile radius of Cleveland if it were available. To a considerable extent, it is 
a pie in the sky ’ concept as applied to a region. More frequently, however, 
the dimension of location in market potentials has been applied by general 
sales managers to the districts supervised by their district managers and 
the numerous smaller areas covered by their salesmen. All too frequently 
the salesmen have reason to feel that the market potentials estimated for 
their respective territories are shares of the Gross National Product, pieces 
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of the pie in the sky’, rather than rational measures of the potential market 
for the product 3 they are trying to sell in their territories. 

sales 8 wWch miP^ nC ? Pt °!i * m3rket P ° tential may a PP ] y the amount of 
sa es which might be made to particular customers. It is frequently used in 

S'Kn'Xt’ SUCh “” d -• - —ToZ 

Nmth, any market potential applies, either expressed or implied to a 
p no o time. Without the dimension of time, market potential cannot 
be expressed quantitatively or have much meaning. When past notentS 
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projecting future sales expansions. Recently, there is hope that by inquiring 
from married couples at different ages what their intentions are in regard 
to having children, a better idea of population increase will be obtained. 
For the present, greater reliance may be placed on a known relationship of 
sales growth to adult population because the children living today will be 
added to the adult population over the next ten years, while deductions 
due to mortality may be made with a high degree of certainty. 

On the assumption that certain levels of employment and hours of work 
will apply over a ten-year period, the relationship of past sales to total 
employment or total hours of work may be projected into future estimates. 
In similar fashion the Gross National Product and segments of the Gross 
National Product may be projected under certain assumptions such as the 
growth of the work force, the rate of employment, and the increase in pro¬ 
ductivity ; and in turn these projections may be used to estimate future 
market potentials from past relationships. 

Other long-term changes are taking place in the economy, such as the 
growth in the retired and aged groups, migration from some areas to others, 
and changes in climate. Changes in technology, as well as in the volume 
of finished goods, are affecting the potential for industrial goods sales. 
These changes will increase the potentials of some products and reduce 
those of others. 

The available supply and probable price of raw materials may affect the 
ten-year market potentials of some products. Changing technology in the 
making of a specific product and its competing products may also deserve 
consideration in determining long-range potentials. 

Next, the product’s share of its market may be analyzed to show how 
and why it has fluctuated or changed in past years. 

Finally, the resources of the company and the willingness of the manage¬ 
ment to use those resources for expanded manufacturing facilities, research 
to improve the product, improved production methods, advertising and 
selling effort have very important influences upon the product’s market 
penetration. Some managements are content to “hold the line” or even 
allow the sales of some products to decline while they devote company 
resources to expanding the sales of others. In effect, they have decided that 
the long-range sales quotas for some may represent declines while for others 
they may represent increases both in absolute amounts and in shares of the 
industry market potential. Thus, many other considerations should be com¬ 
bined with the measurement and prediction of market potentials in deter¬ 
mining objectives and sales quotas for the long-term future. 

Having set up long-term potentials and objectives for particular products, 
the company and its sales department may set up shorter-term objectives 
for a year at a time, based on the planned yearly increase necessary to 
attain the long-range objective, and a modification of the planned yearly 
increase is necessary to allow for the effect of the year’s business outlook 
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on sales, and changes in the company’s expenditures to attain the year’s 

of th P vt b , v,- 01 !- tHe bUSineSS ° Utl00L In some companies, attainment 
of the yearly objective may be divided into quarterly or monthly allotments, 

and upward or downward modifications in planned expenditures may be 

Uvt ^ t0 ^ ™ ° r 

The monthly or quarterly review of the company’s short-term product 
objectives or quotas provides an opportunity for keeping them realistic by 
modifying them in the light of changing business conditions. This action is 
necessary because the ability to make accurate predictions of the business 
outlook a year or even six months ahead has not been, and may never be, 
perfected. In our economy, both consumers and business people are free 
to choose what and when they will buy, without apparent notice. 

For some firms there are special opportunities for making seasonal pre¬ 
dictions with a high degree of accuracy. The meat packers, for example, 
know fairly accurately farmers’ intentions to breed livestock and poultry, 
the current numbers of livestock on farms and ranges, farmers’ marketing 
intentions in the light of the available feed supplies and crops, the compara¬ 
tive prices of livestock and feeds, the inventories of meat in coolers. The 
packers can estimate closely the sales volume of meat because it must move 
into consumption at a price because of its perishable nature, and also 
because there are 170 million stomachs to be filled daily at some price. 
Current employment, income, and competition of other foods make the 
prediction of prices to be realized much less certain. 

. For other klnds of manufacturing, considerable progress is taking place 

fi n r m T a Th nn | mtent i 0nS f ° Spend ° n the part of consumers and business * 

on ihl f r e r^ eSe fn h CentCr 3t th£ University of Michi gan. working 
on behalf of the Federal Reserve Board, has been able, through surveys of 

consumer attitudes and intentions, to indicate for the ensuing year the direc¬ 
tion but not the degree of change to be expected in consumer spending for 

ness conditions h ^ *** ^ bUSi " eSS firmS ’ expectatio "s of busi- 
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making monthly or quarterly modifications in their over-all quotas on the 
basis of their current experience and their interpretations of the business 
outlook for one, two or three months ahead. 

Area Potentials 

Often the company’s national product quotas are divided among the dis¬ 
trict managers’ and salesmen’s territories. They may then be used as sales 
objectives; as the basis for allocating selling, advertising, and other efforts; 
and as benchmarks for measuring subsequent performance. On the degree 
to which this is done with insight and reliability depends the usefulness of 
the whole procedure. It is worthwhile, therefore, to evaluate the various 
practices. 

The first method is to divide the national long-range potential and next 
year’s quota among the sales territories in proportion to their past sales. 
This method is defective to the extent that past performance in the various 
territories has not been in perfect alignment with the varying potentials. As 
a standard by which to measure subsequent performance, a quota based on 
past performance penalizes the good salesmen and favors the weak sales¬ 
men. If the company uses a similar proportionate division of the long-range 
potential as its objective, the proportionate shares assigned to each terri¬ 
tory will be so much higher than actual sales that they will not be very 
useful as salesmen’s goals. If used for the assignment or reapportionment 
of selling and advertising effort, it would result in the high performance 
areas receiving the larger shares regardless of the performance’s relation¬ 
ship to the true potential. 

The second method is to ask the salesmen to estimate the potentials in 
their respective territories and set their own tentative quotas for the ensuing 
year. In some cases these quotas are reviewed and adjusted. Then the 
national potentials and quotas are distributed in direct proportion to these 
estimates. One advantage is that the salesmen largely determine their own 
goals and are then held responsible for attaining them yearly and in the 
long run. 

In selling industrial goods, it is frequently advantageous to require sales¬ 
men to construct their potential by studying the possibilities of sales to 
individual customers. The defects of this method are obviously the sales¬ 
men’s inability to be objective, to avoid reflecting his own degree of success 
or failure in the competitive race, and to have accurate and complete know¬ 
ledge of the possibilities of his territory. 

• The third method, available only to firms in a few industries, is to base 
the potential on established records of total industry sales by territories. 
Examples are the R. L. Polk compilations of car registrations and sales by 
make and model for each state, county and city, and the Office Equipment 
Manufacturers Association tabulation of the sales of its members by 


MARKET 


163 


counties. The Bureau of the Census has approximated this service by 
samp mg the number of radio and television sets, capital expenditures by 
industry classifications, and other useful data by counties and cities. These 
industry tabulations are useful in revealing performances of a company’s 
salesmen in competition with others in the respective territories. The com- 
b ned industry s sales and the company's salesmen’s performances may be 
used effectively in reallocating selling effort and advertising. In the case 
f automobiles the sales of an individual make and model may be compared 
h the sales of competing makes and the total sales of cars in the P same 
price classes by territories. One weakness of this method is that the total 
ndustry performance may not be perfect in various territories due to the 

S l°V f eff ° r u ty thC S6Veral companies - Several studies have indicated 

ot provide information as to why the total sales should be higher in some 

areas than others, and hence fails to give adequate guidance in^the distribu 
ti°n of advertising and promotional effort. 
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companies, subsequent tests have shown that a single index has provided 
a fairly adequate basis for establishing area potentials. Population, for 
example, is a good general measure of food consumption by areas. A single 
index, provided by sponsor, has proved to be a good measure of area 
markets for radios. 

The fifth method is to put together a combination of measures of market 
conditions which are supposed to affect the sales of a particular type of 
product. A famous example was the attempt made by the late Henry 
Weaver to combine factors which would measure regional automobile sales 
potentials. Harvard University awarded him a prize for his labors and pub¬ 
lished his results. The weakness of this method, which Weaver recognized 
but did not overcome, is in knowing how to combine the various factors in 
proper form and with weights which would provide the best measure of 
regional demand conditions. This method, nevertheless, has been used by 
some companies. 

The sixth method is to develop a combination of factors which affect the 
sales of a company’s product by analysis of the varying product sales by 
territories. The separate effects of the factors upon sales are measured and 
combined by multiple correlation techniques. Thus, normals are obtained 
for the respective territories which take full account of the actual effect of 
varying conditions upon past sales. Only a few companies have used this 
method because the technique is, as yet, not known by many marketing 
research men. Its main weakness is that it is usually too complicated for 
laymen to use, although there are some very simple and usually adequate 
short cuts. Also, it cannot be used for determining potentials for launching 
a new product, since past sales are not available. However it can provide 
guidance in setting up tentative new-product* potentials through the analysis 
of the sales of similar products. 

The advantages of this method are important. It measures the direction 
of the effect of each factor and combines, with proper weights, the factors 
which affect the regional sales of a particular product or a differentiated 
brand. It eliminates multiplication of the same influence in two or more 
factors, multiplication which cannot be avoided by ordinary methods. It 
enables the testing and discarding of market measures which are irrelevant 
to the sales of a given product. It sets up normals which take account of 
the effect of the conditions in each area thus providing standards against 
which to measure performance and to distribute effort. 

Moreover it makes possible the use of other factors of a different charac¬ 
ter which affect sales, such as variation between areas in prices, types of 
competition, types of customers to be chosen for coverage, relative amounts 
of selling and advertising effort, and others. Separate measurement of such 
effects are important in making possible the separate establishment of 
market potentials and quotas. An analyst thus may derive the comparative 
area potentials for the product based only on the separate effects of measured 
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market conditions. An analyst may also establish more reasonable quotas 

for the salesmen because proper allowances may be made for factors over 

which salesmen have no control such as management’s allocation of effort 

of various kinds and quantities, management’s choice of customer tvnes 
and others. ’ 

These two types of territory measures, the market potential and the sales¬ 
man s quota, should be distinguished because they may be used for different 
purposes. The market potential is a guide to management in its distribu¬ 
tion of effort and the determination of other policies. A comparison of 
actual sales performance with this type of potential provides an evaluation 

^ ^ ^ at its command. The 

egree of variation in sales relative to the area normal market potential 
measures management’s performance. 
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by use of all known variables not under the salesman’s control provides a 
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quotas become standards, and variation from ti,. i normal 
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varying the number of salesmen relative to potentials, or of varying the 
amount of advertising or of changing policies as to customer selection. It is 
a method of analyzing sales to find out what has actually happened under 
varying conditions. The method may also be applied to the analysis of sales 
increases and decreases in different areas in order to determine what changes 
in area factors outside or within the management’s control are causing 
better sales increases in some areas than others. The effect of varying 
regional prices for some products may be analyzed. These are only a few 
of the possibilities offered by this type of analysis. 

In conclusion we have come quite a distance in a subject of much interest 
to management. We have reviewed the time and place aspects of market 
estimation, distinguishing between the potential for the company and poten¬ 
tials for salesmen. In both we have distinguished between market potentials 
and quotas. We have reviewed the different methods of establishing poten¬ 
tials and quotas, indicating their good and weak points. Perhaps the most 
advanced method is that of correlation analysis which provides additional 
useful information to management, is relatively inexpensive as a method, 
but as yet, is not well understood. 

After 30 years of working in this whole area, one may look back to see 
that much progress has been made but much more needs to be done to help 
management in setting up potentials and quotas. 



14/The Significance of Social 
Stratification in Selling 

Richard P. Coleman 

The article helps to clarify when and in what ways social class concepts can be 
used in developing a marketing plan which is based on the idea of market 
segmentation. It realistically states that other bases of segmentation may be more 
useful under certain conditions. 


Dating back to the late 1940’s, advertisers and marketers have alternately 
flirted with and cooled on the notion that W. Lloyd Warner’s social class 
concept 1 is an important analytic tool for their profession. The Warnerian 
idea that six social classes constitute the basic division of American Society 
has offered many attractions to marketing analysts when they have grown 
dissatisfied with simple income categories or census-type occupational 
categories and felt a need for more meaningful classifications, for categoriza¬ 
tions of the citizenry which could prove more relevant to advertising and 
marketing problems. However, in the course of their attempts to apply 
the class concept, marketers have not always found it immediately and 
obviously relevant. Sometimes it has seemed to shed light on advertising 
and merchandising problems and at other times it hasn’t—with the result 
that many analysts have gone away disenchanted, deciding that social classes 

are not much more useful than income categories and procedurally far more 
difficult to employ. 


It is the thesis of this writer that the role of social class has too often 

been misunderstood or oversimplified, and that if the concept is applied in 

a more sophisticated and realistic fashion, it will shed light on a great many 

problems to which, at first glance, it has not seemed particularly relevant. 

What we propose to do here, then, is discussed and illustrate a few of these 

more subtle, more refined and (it must be acknowledged) more complicated 

ways of applying social class analyses to marketing and advertising problems. 

in other words, the purpose of this paper is to clarify when and in what 

imys social class concepts are significant in selling, and to suggest when 

tney might not be as significant as other concepts, or at least need to be 
used in concert w.th other analytic categories. 


SeC W ‘ Lloyd Warner - Marchia Meeker. Kenneth 
(Chicago. Science Research Associates, 1949). 


Hells, Social Class in America 


Source: From Martin L. Bell fed.). Marketing: 
American Marketing Association, 1960), pp. 
Social Research, Inc. 
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The Warnerian Social Classes 

The six social classes which are referred to in this paper are those which 
W. Lloyd Warner and his associates have observed in their analyses of such 
diverse communities as Newburyport, Massachusetts, 2 Natchez, Mississippi, 3 
Morris, Illinois, 4 Kansas City, Missouri, 5 and Chicago. These social classes 
are groups of people who are more or less equal to one another in prestige 
and community status; they are people who readily and regularly interact 
among themselves in both formal and informal ways; they form a '‘class” 
also to the extent that they share the same goals and ways of looking at life. 
It is this latter fact about social classes which makes them significant to 
marketers and advertisers. 

Briefly characterized, the six classes are as follows, starting from the highest 
one and going down: 6 

1. The Upper-Upper or “Social Register” Class is composed of locally 
prominent families, usually with at least second or third generation wealth. 
Almost inevitably, this is the smallest of the six classes—with probably no 
more than one-half of one per cent of the population able to claim member¬ 
ship in this class. The basic values of these people might be summarized in 
these phrases: living graciously, upholding the family reputation, reflecting 
the excellence of one’s breeding, and displaying a sense of community res¬ 
ponsibility. 

2. The Lower-Upper or “Nouveau Riche” Class is made up of the more 
recently arrived and never-quite-accepted wealthy families. Included in this 
class are members of each city’s “executive elite”, as well as founders of large 
businesses and the newly well-to-do doctors and lawyers. At best only one 
and one-half per cent of Americans rank at this level—so that all told, no 
more than 2 per cent of the population can be counted as belonging to one 
layer or the other of our Upper Class. The goals of people at this particular 
level are a blend of the Upper-Upper pursuit of gracious living and the Upper- 
Middle Class’s drive for success. 

3. In the Upper-Middle Class are moderately successful professional men 

2 See W. Lloyd Warner and Paul Lunt, The Social Life of a Modern Community, (New 
Haven: Yale University Press, 1941). 

3 See Allison Davis, Burleigh B. Gardner and Mary R. Gardner, Deep South (Chicago: 
University of Chicago Press, 1941). 

4 See W. Lloyd Warner and Associates, Democracy in Jonesville, (New York: Harper 
& Brothers, 1949). 

5 The writer’s observation on the Kansas City social class system will be included in 
a forthcoming volume on middle age in Kansas City, currently being prepared for 
publication by the Committee on Human Development of the University of Chicago. 

6 Some of the phrases and ideas in this characterization have been borrowed from 
Joseph A. Kahl’s excellent synthesizing textbook, The American Class Structure (New 
York: Rinehart & Company, Inc., 1957). 



THE SIGNIFICANCE OF SOCIAL STRATIFICATION IN SELLING 


169 


and women, owners of medium-sized businesses and “organization men” at 
the managerial level; also included are those younger people in their twenties 
or very early thirties who are expected to arrive at this occupational status 
level—and possibly higher—by their middle or late thirties (that is, they are 
today’s “junior executives” and “apprentice professionals” who grew up in 
such families and/or went to the “better” colleges). Ten per cent of 
Americans are part of this social class and the great majority of them are 
college educated. 

The motivating concerns of people in this class are success at career (which 
is the husband’s contribution to the family’s status) and tastefully reflecting 
this success in social participation and home decor (which is the wife’s 
primary responsibility). Cultivating charm and polish, plus a broad range of 
interests—either civic or cultural, or both—are also goals of the people in 
this class, just as in the Lower-Upper. For most marketing and advertising 
purposes, this class and the two above it can be linked together into a single 
category of “upper status people”. The major differences between them— 
particularly between the Upper-Middle and the Lower-Upper—are in degree 

of “success” and the extent to which this has been translated into gracious 
living. 


4. At the top of the “Average Man World” is the Lower-Middle Class. 
Approximately 30 per cent or 35 per cent of our citizenry can be considered 
members of this social class. For the most part they are drawn from the 
ranks of non-managerial office workers, small business owners, and those 


highly-paid blue-collar families who are concerned with being accepted and 
respected in white-collar dominated clubs, churches, and neighborhoods. The 
key word in understanding the motivations and goals of this class is 
Respectability, and a second important word is Striving. The men of this 
class are continually striving, within their limitations, to “do a good job” at 
their work, and both men and women are determined to be judged “respec¬ 
table in their personal behavior by their fellow citizens. Being “respectable” 
means that they live in well-maintained homes, neatly furnished, in neigh¬ 
borhoods which are more-or-less on the “rightside of town”. It also means 
lat they will clothe themselves in coats, suits, and dresses from “nice stores” 
and save for a college education for their children. 

5. At the lower half of the “Average Man World” is the Upper-Lower 

4 n d n’ SOm , et T e ® r A eferred t0 as “ The Ordinary Working Class”. Nearly 

» 0,0 „„l , a " h Ame , ricans » re » class, making i, ,he biggest. The 
n boi' member of this glass is a semi-skilled worker on one of the 

make ve,rZS y °' ,heSe "° ,diMr >' Workin S Ctas” People 
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ig . to mak e i S l, Way ', ‘" !,her ,heJ i,,St V work, or moon- 
ant tiv oo L. ii , “PPet-bPWers are oriented more toward enjoying life 
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times” (indeed, one might say the “times” are more important than the 
“Joneses” to this class), because they want to be at least Modern, if not 
Middle Class. That is, they try to take advantage of progress to live more 
comfortably and they work hard enough to keep themselves safely away 
from a slum level of existence. 

6. The Lower-Lower Class of unskilled workers, unassimilated ethnics, and 
the sporadically employed comprises about 15 per cent of the population, 
but this class has less than 7 or 8 per cent of the purchasing power, and will 
not concern us further here. Apathy, fatalism, and a point of view which 
justifies “getting your kicks whenever you can” characterize the approach 
toward life, and toward spending money, found among the people of this 
class. 

Now, we do not mean to imply by these characterizations that the 
members of each class are always homogeneous in behavior. To suggest 
such would be to exaggerate greatly the meaning of social classes. To properly 
understand them, it must be recognized that there is a considerable varia¬ 
tion in. the way individual members of a class realize these class goals and 
express these values. 

For example, within the Upper Middle and Lower Upper Class, there is 
one group—called Upper Bohemians 7 by Russell Lynes—for whom cultural 
pursuits are more important than belonging to a “good” country club. As a 
result, the tastes in furniture, housing accommodations, and recreations 
exhibited by the men and women of this “issues-and-culture set”—leaning 
toward the avant garde and eclectic, as they do—are apt to be very different 
from those practised by the more conventional, bourgeois members of these 
status levels. Nevertheless, to both the Upper Bohemians and the Upper 
Conventionals, displaying “good taste” is quite important, with the differ¬ 
ences between them not so much a question of good-versus-bad taste as one 
of whose form of good taste is preferred (though, to be sure, the Upper 

Bohemians are usually quite certain theirs is better). 

Other sub-categories can be found in these higher classes and paral c 
kinds of sub-categories can be found in the Lower Middle and Upper Lower 
classes. Within the Upper Lower Class, for instance, there is a large number 
of people who are quite concerned with their respectability and spend much 
of their spare time in church trying to do something about it. Their respect¬ 
ability concerns are not quite like those of the Lower Middle Class, how¬ 
ever, for they seem to care more about The Almighty’s view of them than 
of their fellow man’s. Thus, the Upper Lower Class might, for certain 
analytic purposes, be sub-divided into Church-Going and Tavern-Hopping 
segments, although this would by no means exhaust all possibilities of sub¬ 
categorization here. 

All of this is by way of indicating that the millions of individuals w o 

7 See Russell Lynes, A Surfeit of Honey (New York: Harper & Brothers 1957). 
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compose each social class are not necessarily similar or identical in their 
consumption patterns, even though they are of equal status socially and share 
a set of goals and points of view which are class-wide. Thus far, the litera¬ 
ture on social class in both marketing journals and sociological publications 
has emphasized the similarities of people within classes and rarely pointed out 
these variations. This has been necessary, of course, in order to properly intro¬ 
duce the concept and educate social scientists and marketers to its utility, 
but it has led on occasion to naive misuse of the concept and ultimate dis¬ 
illusion. In my view, it has come time for us to advance into a more sop¬ 
histicated application of social class to marketing problems, which involves 
awareness of the differences as well as similarities within each class. 


Social Class Versus Income 

Let us proceed now to stating the basic significance of this class concept 
for people in the selling field. In the first place, it explains why income cate¬ 
gories or divisions of Americans are quite often irrelevant in analyzing pro¬ 
duct markets, consumers' shopping habits and store preferences, and media 
consumption. For example, if you take three families, all earning around 

* 8,000 a year, but each from a different social class, a radical difference in 
their ways of spending money will be observed. 
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because they are seeking quite different goals. This has become very clear 
in studies Social Research, Inc., has done for the Chicago Tribune on the 
clothing tastes of Chicagoland women, for the Kroehler Company on the 
place of furniture in American homes, and for MacFadden Publications on 
the purchasing patterns and motivations of their romance magazines Working 
Class readers. 8 9 (These have been contrasted in turn with the motivations 

of Middle Class women who read service magazines.) 

The Upper-Middle Class wife—even of the struggling young lawyer— 
usually buys all her public-appearance clothes at specialty shops or in the 
specialty departments of her community’s best department stores; she feels 
constrained to choose her wardrobe according to rather carefully prescribed 
standards of appropriateness. In furnishing her home, she thoughtfully con¬ 
siders whether a given piece or a combination of pieces will serve as ade¬ 
quate testament to her aesthetic sensitivities, plus doing credit in turn to 
her husband’s taste in wife-choosing. She pays careful attention to the dic¬ 
tates of the best shelter magazines, the “smart” interior decorators in town, 
the homes of other women in her class, and maybe that of the boss s wife. 

The Lower-Middle Class woman is more single-mindedly concerned with 
furnishing her home so that it will be “pretty” in a way that suits her and 
hopefully might win praise from her friends and neighbors. She tries to get 
ideas from the medium-level shelter and service magazines and is perpetu¬ 
ally depressed because her home isn’t furnished as much like a dream house 
as she would like it to be. In this she is quite different from the Upper- 
Lower wife who is apt to care more about having a full array of expensive, 
gleaming white appliances in her kitchen than a doll’s house of a living 
room. Where the Lower-Middle housewife usually has a definite style in 
mind which she’s striving to follow, the Upper-Lower woman simply fol ows 
the lead of newspaper furniture advertising (and what she sees when win ow 
shopping) toward furniture which is “modern-looking”, by which she means 

the “latest thing” that has hit the mass market. 

A great many more examples of differences in consumption patterns y 
class levels could be given, but the principal ones have been well reporte ^ 
already—facetiously by Vance Packard and seriously by Pierre Martmeau; 
for further amplification on this point the latter source is recommende 
The significance to merchandisers and advertisers of these findings about 
motivational differences between classes is fairly obvious, the major idea 
being that for many products, advertising appeals and merchandising tech¬ 
niques must be differentially geared to the points of view reflected in these 
three main social classes. Advertising of brands or goods aimed at a speci c 

8 This study has been published under the name Workingman’s Wife (Oceana Press: 
New York City, 1959) by Lee Rainwater, Richard P. Coleman, and Gerald Handel. 

9 See Pierre Martineau, Motivation in Advertising (New York: McGraw-Hi oo 
Company, 1957) and “Social Classes and Spending Behavior”, The Journal of Marketing, 

Vol. 23, No. 2, October 1958, pp. 121-130. 
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class must take into account the motivations of that class, and not try to 
sell everything as if it were an Upper Class or Upper-Middle status symbol. 

Up to now, we’ve been talking about product areas—clothing, furniture, 
and residential neighborhoods—where the relationship between social class 
and quality of goods purchased is highest. In these things the so-called 
“Quality Market” and the Upper Middle (and higher) markets coincide. 
That is, the purchasers of highest quality clothing and highest quality furni¬ 
ture are more nearly from the Upper-Middle and Upper social classes than 
from the highest income categories, and so on it goes down the hierarchy. 
The correlation between price of goods purchased and social class is rela¬ 
tively quite high in these product areas while the correlation between price 
paid and annual income is lower than one might expect. 

There is another group of products which are not linked in such a direct 

way with social class, but neither are they linked with income categories 

in any obvious relationship. The current car market provides an instructive 

example of this situation, for the nature of the market cannot be grasped by 

using one or the other concept exclusively. What is happening in today’s 

car market can only be understood when income categories are placed into 
a social class framework. 


The “Overprivileged" as “Quality Market" 

Within each social class group there are families and individuals whose 
incomes are above average for their class. The Upper-Lower family with an 
income above $ 7,000 a year—sometimes a product of both husband and 
wife working, and sometimes not—is an example of this. So, too, is the 
Lower-Middle Class business owner or salesman who makes more than 
$ 10,000 a year, but has no interest in either the concert or country clubs of 
Upper-Middledom and hence is still Lower Middle Class. The Upper- 
Middle Class couple with more than $ 25,000 a year at its disposal but no 
desire to play the “society game” of subscription balls or private schools is 
also in this category. These are what might be called the “overprivileged” 
segments of each class. They are not “overprivileged” in the absolute sense, 
of course; they are “overprivileged”, however, relative to what is required 
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less experience any of its little luxuries; in the Lower-Middle Class these 
are the poorly paid bank tellers, the rows of bookkeepers in railroad offices, 
the school teachers with considerably more status aspiration than income; 
and in the Upper-Lower Class it is almost any family earning less than 
$4,500 or $5,000 a year, at today’s rates of pay in metropolitan areas. 

In the middle of each class’s income range are its “average” members, 
families who are neither underprivileged nor overprivileged by the standards 
of their class. You might think of this as the Upper-Middle Class family 
between $12,000 and $20,000 a year, the Lower-Middle family in the 
$7,000-$9,000 range, and the Upper-Lower family near $6,000 per annum. 
However, this word of caution is necessary: a lot of people in the middle 
income range of their class see themselves as underprivileged because they 
are aspiring to become one of the “overprivileged” in their class or to move 
on up the ladder to a higher class. 

The relevance of all this to the car market is that when you look at this 
particular market today, you find it is the “average” members of each class, 
whether Upper-Middle, Lower-Middle, or Upper-Lower, who constitute the 
heart of the Low-Priced Three’s audience; these are the people who are 
buying Fords and Chevrolets this year and last, and probably next. No longer 
is the Ford and Chevrolet market just a lower-middle income market, or 
(in class terms) a Lower-Middle or a Lower Class market. Rather, it is 
recruited from the middle income group within each social class. Indeed, 
the $15,000-a-year Upper-Middle “organization man” is apt to choose a 
Ford or Chevy from the Impala-Galaxie lev^l or else a top-price station 
wagon once he ventures into this market, whereas the average-income 
Lower-Middle man will settle for a middle-series Bel Air or Fairlane 500, 
and the “average-income” Upper Lower guy either splurges for an Impala 
or “sensibly” contents himself with the spartan Biscayne. 

While this has been happening to the Low-Priced Three makes the heart 
of the medium-priced car market has relocated in the “overprivileged” seg¬ 
ments of each class. Today, rich blue-collar workers are joining prosperous 
Lower-Middle Class salesmen and well-to-do Upper Middle Class business 
owners in buying Pontiacs, Buicks, Oldsmobiles, Chryslers, and even Cadil¬ 
lacs. In fact, what there is left of big-car lust in our society is found at peak 
strength among the “overprivileged” Upper-Lowers or else among men who 
have achieved higher status, but grew up as kids in the Upper-Lower class 
and have not forgotten their wide-eyed envy of the big car owner. 

Finally, as you may have guessed by now, the compact car market’s heart 
is to be found in the “underprivileged” segments of each class (here we are 
speaking of the market for a compact as a first car). The overwhelming 
majority of Rambler purchasers, Falcon buyers, and foreign economy car 
owners come from this socio-economic territory. Thus, it is not the really 
poor who are buying these cheapest, most economical cars—rather it is 
those who think of themselves as poor relative to their status aspirations 
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and to their needs for a certain level of clothing, furniture, and housing 
which they could not afford if they bought a more expensive car. 

The market for compacts as second cars is somewhat more complicated 
in its socio-economic geography, being located in the middle range of the 
Upper-Middle Class, and the “overprivileged" segment of the Lower-Middle. 
The “overprivileged” Upper Middle may have one as a third car, but he 
prefers either a T-Bird, a foreign sports car, a Pontiac convertible, or a beat- 
up station wagon as his second car, while the “overprivileged" Upper Lower 
is apt to go for a used standard if he wants a second car. 

If marketers and advertisers had assumed that the market for compacts 
was going to be the lowest-income or lowest-status members of our society, 
they would have seriously miscalculated in their merchandising and adver¬ 
tising approach. Rambler, for one, did not make this mistake. American 
Motors advertised its cars as “bringing sense into the auto market” and 
thus enabled people who bought one to pride themselves on the high-minded 
rationality they had displayed. Rambler owners, as they drive down the 
street, arc not ashamed that they couldn’t afford better—instead, as the 
company has told them to be, they are proud that they did not yield, like 
their neighbors, to base emotional desires for a car bloated in size beyond 
necessity and loaded in gadgetry beyond reason. Compact car owners have 
their own form of snobbery—what might be called “sensibility snobbery”— 
with which to content themselves and justify their purchase. 

This analysis of the car market is one example of what I mean by the 
sophisticated application of social class concepts to marketing and adver¬ 
tising problems. There are many products and many brands which, like 
cars, are more nearly symbols of high status class within class than symbols 
of higher status per se. A color television set is such a product, or at least 
it was two years ago when Social Research, Inc., studied its market. At the 
time color television manufacturers were puzzled because sales were thinly 
spread throughout the income scale, without any noticeable increase in 
concentration until an extremely high level was reached. Furthermore, they 
were unable to see any particular relationship between social class and 
color set ownership, since about as many Upper-Lower Class people owned 
them as did Upper-Middles. However, when the two factors of income and 
c ass were put together, in the manner described above, it became clear that 

1 C .,°'' i> te,evislon market was concentrated among high-income or “over¬ 
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i i ^ . are the more costly brands 

and larger sizes of home appliances. Fairly expensive recreational equip- 

ment like outboard motor boats also tend to be in this category. 

n today ’ s markct for ff ualit y goods and quality brands is not 

MarTc ” of n Wn f r,: hat 'f historically bee " described as the “Quality 
f^om 1 ? h Up P Cr - Mlddle and U PPer Class people, nor even necessarily 

if, cs income categories. Rather, in many instances, it is drawn 



176 


READINGS IN MARKETING MANAGEMENT 

from those people within each social level who have the most discretionaiy 
income available for enjoying life’s little extras above and beyond the 
requirements of their class. Every merchandiser and advertiser ought to 
take a good hard look at what he is selling and ask himself if it bears this 
particular relationship to the class and income picture. If his product does, 
and if his brand is one of the more expensive, then he should merchandise 
it not as if it were just for social climbers or for the upper classes, but 
rather as part of the Better Life, U.S.A. If, on the other hand, his brand is 
one of the least expensive, then he is not just selling to the poor, but rather 
to those in all classes who feel it is only sensible on their part to settle for 
a brand such as his and save the difference for other things which are more 
important in their statement of social class aspiration and identity. 


Social Class Isn't Always Important 

Now, to make the picture complete, it must be pointed out that Social 
Research, Inc., has found some products in which the income factor is all- 
important and the social class variable is relevant only to the extent that it 
is correlated with income. Perhaps the most perfect example of this is the 
market for air-conditioners in Southwestern cities. There, everybody— 
except the sickly and the extremely old-fashioned—agree that air condi¬ 
tioning one’s home is imperative if summer is to be survived with any degree 
of comfort. Consequently the expensiveness of a family’s air-conditioning 
equipment—whether centrally installed, or window units to the number o 
four, three, two or one—is directly correlated with family income. It is not 
merely a function of discretionary income—as in our example about pur¬ 
chase of medium-priced cars; it is instead almost completely a function of 
total annual income. If more Upper-Middles than Upper-Lowers are u y 
air-conditioned it is only because more of them can afford to be, it is no 
because Upper-Middles as a group are placing higher priority on the air- 


conditioned existence. 

Undoubtedly air conditioners are not alone in being classless—so t a one 
more thing the marketer who uses social class in a truly sophisticate way 
needs to understand is that there can be occasions when it is an irre evan 
variable. Realizing this, he will not become disenchanted with social class 
when he finds a marketing problem where it does not shed light or w ere 
it does not seem pertinent. Of course, he will want to make sure t at in 
advertising such a product there is indeed no need to take class into accoun . 
After all, some apparently classless products are properly sold to t e 
market in a segmental approach, appealing first on one ground to one c ass, 


then on other grounds to another. 

There are other products—and probably air conditioning is one o cm 
and children’s play clothes may be another—where this is not necessary. 
For such products some factor, such as physical comfort (in the one case 
or simple durability (in the other), is so basic in the consumer’s considers 
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tion that all other motivations pale into insignificance beside it. There are 

even products, like beer, where the democratic approach—that is, a tone 

of “let’s-all-be-good-fellows-together” is exactly right and segmental appeals 
or snob stories are all wrong. 

Another aspect to the sophisticated employment of social class refers 
back to the point made earlier that social class groups are not always homo¬ 
geneous. It must be recognized that at times a product’s market is formed 
by “highbrows” from the Upper-Upper Class on down to the Lower-Middle, 
or by “suburbanites” and suburban-minded people of all classes—in which 

case the social class variable may confuse a market analysis more than 
clarify it. 

Particularly must merchandisers and market analysts beware of equating 

Class’ with “Brow"; for they are not synonymous. For example, the Upper- 

Middle Class and those above it are mainly middlebrow in taste (veering 

toward an all-American lower-middlebrow level of preferences in television 

shows and advertising messages) even though the majority of highbrows 

are found at this level. At times advertisers have made the mistake of 

assuming that the Upper-Middle Class should be appealed to in a highly 

sophisticated fashion—and though this is just fine if the product itself is 

likely to appeal primarily to the Manhattanized type of Upper-Middle it is 

not correct if it is expected to sell to the kind of doctor in Dubuque who 

enjoys a visit to New York every now and then but would never want to 
live there. 

In short not only must the sophisticated marketer abandon social class 
in favor of income categories on occasion in his analysis and interpretation 
ot a market, he must recognize that at times both income and class are 
superseded in importance by divisions of the public into brow levels, by 

innovat S mobiIes ’ and “ !ow mobiles”, innovators and non- 

baniti S ’ T e a ted 3nd other - dire cted, urbanites, suburbanites, exur- 

r H Ura, ' teS ’ and HorMians. or what have you. Usually, of bourse, 

with whirh erStand k S ° f 3 market wiU re q u 're that social class be linked in 
catalogue iuirrec’t^ 6801 ^ 31 ' 011 pr0Ves Pertinent from among those in the 

JpretSJ’ofTi car mX “ d ^ ‘ mk<id t0Se,h ' r 

.n A cac a h fi s n oehl 0 daJ et * ^ *** that the of life a " d the goals of people 

nor^”whaTmItivri a ;hem” PerPetUal ^ Neither th * “ who ” each" class 
re-evaluation Ridit ^ c ° nstants to be assumed without continual 

changing^ fT"**?* ? “ V6ry dear tbat our society is 

blue-collar workers are hem ^ ' S breakln 8 down further. More 

and Modern, and a white-mil 108 Mldd e Class as wel1 as middle income 

Lower-Middle status As a on** P ° Sltl0n 1S Iess and le ss a guarantee of 

perhaps somewhat more “Lt T^ 6 ° f th ‘ S ’ the Lower -MiddIe Class is 

tability” conscious than it ^ 1C outlook and sli S htl y less “respec- 

years ago, or even 8. Meanwhile, for men 


23 



278 READINGS IN MARKETING MANAGEMENT 

and women to achieve Upper-Middle status without college background is 
becoming more and more difficult, so that this class is turning much more 
worldly-wise and well-read, much less conventionally bourgeois than it was 

in the zenith of Babbitt’s day. 

In short, the form of our society and its division into social classes is not 
fixed as of Yankee City in 1931, Jonesville in 1944, Kansas City in 1952, or 
St. Louis in 1960. We won’t be able to say exactly the same things about 
either the classes themselves or their relationships to specific markets by 
next year at this time. This fact about the American class structure, that 
it is not static, that it is in the process of change, is in itself important to 
merchandisers, to advertisers, to anyone in selling. Among other things, 
it means that undoubtedly they have played a part in past changes and can 
play a leading role in directing future changes. But of more direct concern 
here, to the marketing analyst it means that if he allows his stratification 
concept to become dated, his use of it will cease as of that moment to be 
sophisticated. 


15/Sales Forecasting : 

Key to Integrated Management 

William Lazer 

Planning can not be accomplished without first preparing a valid sales forecast. \ 

This article points out how sales forecasting can be used as a way to effect an 

integration in the thinking of management as to what actions should be 
undertaken. 


Business organizations are increasingly adopting the marketing management 

concept. This philosophy of business operation places greater emphasis on 

marketing planning and forces business executives to design marketing 

strategies and program marketing effort to achieve realistic and predeter¬ 
mined objectives. 

Sales forecasting can aid management greatly in implementing the marketing 
management approach. It is a basis for developing co-ordinated and goal¬ 
ie i f , , , t is one of the vital 

tools of marketing planning since adequate planning and the effective deploy- 

ment of marketing resources are based on sales forecasting data. 

Sales forecasting promotes and facilitates the proper functioning of the 

tip y r S t egm a ° f * firm s total spectrum of business and marketing activi- 

Sd n ‘IS? 6Very ° th6r P rediction of busi ness operations. It is 

determine b lShl r § ^ 3 " d marketin S controls. Sales forecasts help 
, nH ™ TIT T n§ Condltions for management decisions and programs 
Zns Z t T C °-° rdinatin S the integral aspects of business opera- 
of varim V pr0Vlde bases for eval uating the functioning and productivity 

businessacSt™ °1 TT?. 3Ctivity ' They can guide marketing and other 
This artM l ^ achievement of implicit and explicit objectives. 

intlg ated 6 lgateS - three 3SpeCtS ° f Sales lasting as a key to 

marketing '—sting ,s a component of the 

planning and nt t J u ’ 2 CS forecastin 8 as 3 focus for integrative 

sales forecasting program !' 0 C0m|>Onen,S and P'OCedures of a comprehensive 
IN MARKETING PLANNING 

maufnfo! marSg S ?' K gathering infer. 

marketing planning. Effective planning of marketing activities can 
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be achieved only if adequate marketing-related information is available. 
Marketing planning is concerned with the application of analysis and judgment 
to available information and the prediction of likely occurrences and trends 
during some future period. 

Marketing-related information can refer to either the past or the future. 
Information about past activities is often referred to as factual information. 
Information about the future is anything but factual, and might be charac¬ 
terized as assumptive. Past information is available to every business if it 
has an adequate record-keeping process. It is also available from other 
secondary data sources, such as information reported by governmental 
bureaus, university research bureaus, and trade associations. Past informa¬ 
tion may also be assembled through the use of various primary data- 
gathering research tools, such as surveys and experiments. 

Figure 1 
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Future information requires the utilization of forecasting techniques and 
processes. Nevertheless, it is based on past data and is usually the result 
of the application of predictive tools to available past information. 

Whenever a business gathers future data, varying degrees of error are 
bound to exist. Regardless of the forecasting techniques used and the 
degree of sophistication achieved, future conditions will always deviate to 
some degree from the predictions of the forecasters. Thus, management 
must expect future information to contain some error. 

For effective marketing planning, both types of information must be 
available for executive use. From a planning and decision-making point of 
view, future, or nonfactual, information may be more significant than infor¬ 
mation about the past. This becomes clear if one considers that plans and 

decisions made today are actually based on executive expectations of what 
will happen during some future period. 

If we consider sales forecasting from the point of view of furnishing 
marketing-related information, we can state that management gathers infor¬ 
mation as a result of two complementary processes: feedback and sales 
forecasting. Feedback consists of relating information about past events and 
relationships back to management. Through the use of such factual data, 

management can adjust existing operations and plans and thereby improve 
the effectiveness of all business action. 


Sales forecasting furnishes management with information about what 
market conditions will probably be like during a future period. Manage¬ 
ment can then use this informtaion as a basis for planning broad company 
goais and the strategy to achieve them. Sales forecasting data are used in 
establishing various types of potential volume and profit targets that become 
the bases for guiding and controlling operations. 

Past and future information, however, are constantly blending. A sales 
forecast, although it furnishes future information, eventually takes the form 
of feedback information. Once this happens, a comparison may be made 

audTri r a and f0recast SaleS for a specific period - Through such an 
informs- Viatl0nS be n ° ted and ex P Ianations sought for them. This 

fmecTsts 1 TnH Can ’ tU ; n> hdp r6fine the assu mptions about future sales 

forests oJT r dlCt ‘ 0nS made m3y t3ke the form of short-run sales 
and long n n M V intermediate forecasts of from one to five years, 

onger r 8 ane e Z *2 ? r P T ds ° f more than years. Generally" the 
longer range the predictions, the greater the forecasting error. 
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of the company. It reduces to workable management dimensions the 
external business environment over which management has relatively little 
control. It delimits those constraints that establish the boundaries within 
which a company must make decisions and operate and translates them 
into company programs. 

Figure 2 portrays sales forecasting as an aid to integrative planning. It 
indicates the controllable, partially controllable, and noncontrollable factors 
that management should integrate and take into account in making effective 
sales forecasts. 

The noncontrollable forces determine the broad environmental limits 
within which the company will operate. These factors include cultural 
forces, the economic environment, demographic forces, political factors, 
ethical and social forces, and various international conditions. They cannot 
be influenced to any degree by company action; at best, they may be 
recognized and appraised in an intelligent manner. 

On Figure 2, broken lines separate the competitive environment and 
technological factors from other noncontrollable factors. This is to indicate 
that management action may have some influence over at least these two 
external forces, which are considered partially controllable factors. How¬ 
ever, even though company action can affect competition and technology, 
the forces beyond company control generally have a more significant 
impact. 

As forecasts become longer run in nature, the necessity of recording the 
existing external climate becomes more imperative since, in the future, it 
will be these noncontrollable factors that set the over-all constraints and 
boundaries within which companies survive and grow or fail. Through an 
evaluation and projection of external forces, management attempts to make 
realistic assumptions about the future environment. These assumptions 
about noncontrollable and partially controllable factors are the foundations 
of sales forecasts, and intelligent sales predictions can be made only by 
implicitly or explicitly assuming relationships about these factors. 

Management should not consider this initial step of determining the 
external company environment as merely a theoretical exercise that is of 
little use in practical sales forecasting. The external variables are factors 
that must be dealt with practically and realistically. Their influence cannot 
be ignored. 

As an example of the importance of external forces, consider the develop¬ 
ment of a controlled shopping center. Several years may elapse from the 
initiation of the original idea and the first inquiry concerning site location 
until the actual opening of the center. Choices must be made from among 
alternative sites, and considerable negotiations may follow to obtain the 
property and construct and finance the center. Then there are a host of 
operating details to attend to, including the actual leasing of stores. 

The profitability of the total investment and the sales realized by retail 
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stores in the shopping center will be affected by external forces. Existing 
and potential competition, for example, can have great influence on future 
sales. Demographic and economic forces in the form of population shifts 
and income trends will shape the retail sales potential of the center. Existing 
and potential industrial development of the surrounding territory will influence 
employment and income and will be reflected in marketing opportunity. 

Municipal, state, and federal regulations will have an impact on future 
pricing tactics, on the use of various promotional devices including trading 
stamps, on store hours, and even on the types of merchandise that may be 
sold in particular kinds of stores. 

Other examples could be presented concerning such industries as wood 
products, chemicals, mining, petroleum, transportation, the power industry, 
and communications. 

After determining the external business climate for a future period, the 
sales forecaster must estimate the impact that internal business factors will 
make on potential markets. This involves an evaluation of those factors 
over which the company has direct control. They can be adjusted over the 
longer run by the company itself. 

For an effective forecast, the company’s know-how, its financial position, 
the plant capacity, the material resources and personnel available, and the 
company s reputation, image, and position in the market place must all be 
evaluated. The market position that a company eventually earns and the 
sales that it achieves will depend on the impact made by the internal business 
factors as they are combined into planned management programs carried 
out within the external business system. A consideration of both climates, 
external and internal, will give management some guides by which to judge 
the potential sales opportunity for a company. Through the use ,of various 
analyses and by the application of sound judgment, management may map 
out a company’s future sales position. 

Thus, sales forecasting helps integrate the management-controllable and 

management-noncontrollable factors, or the given elements of a total business 

system within which the company operates and the internal factors of the 
business itself. 

The sales forecast is also a device by means of which management may 
integrate its objectives, its operating programs, and its targets with poten- 
ial market opportunity. This can be done by translating the sales forecast 
into specific profit and sales-volume goals to be realized in a given future 
period of time. The sales forecast thus becomes a basis for marketing 
programs, purchasing plans, financial budgets, personnel needs, production 
schedules, plant and equipment requirements, expansion programs, and 
pe rnap s most other aspects of management programming. 

he right half of Figure 2 presents sales forecasting as a vehicle for 
translating the noncontrollable, partially controllable, and internal business 
environments into specific controllable management programs. The figure 



184 


READINGS IN MARKETING MANAGEMENT 


Sales Forecasting: A Focus for entegrative Planning 

Figure 2 

—• 

Ncncor.trollable and Partially Controllable External Factors 



also emphasizes the interrelationships between sales forecasts and company 
programs. 

FORECASTING PROGRAM 

Figure 3 outlines the elements of a total sales forecasting program. Four 
major stages of forecasting, the specific procedures to be followed, and their 
sequence are presented. These stages . are: assembling the forecasting 
information; evaluating and projecting the data; applying the sales forecast 
operationally; and auditing the forecast. These four steps are broken down 
further, and some of the techniques that may be utilized at each stage and 
the results achieved are described. Figure 3 starts with the noncontrollable 
business environment and internal business climate and works down through 
the various predictions about controllable business plans, programs, and 
objectives. 

The first step in a comprehensive sales forecasting program is assembling 
forecasting information. This involves the recognition of noncontrollable 
and partially controllable environments through observation and listing of 
significant external factors. The result is the identification of pertinent 
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A fatal Sales Forecasting Program 


Stages of Process Techniques 

Assembling Information 

Recognize noncontrollable Observe and list signifi- 

and partially controllable cant external factors 
business environment 


Gather information about 
noncontrollable and partially 
controllable forces 


Gather information about 
controllable forces 


Evaluating and Projecting 
Data 

Analyze data 


Forecast Future sales 


Investigate outside sour¬ 
ces of information 


Investigate company re¬ 
cords 


Apply analytical tools: 
time series analysis, least 
squares, simple correlation, 
multiple correlation, input- 
output tables, breakeven 
charts 


Employ extrapolation, con¬ 
stant percentage of increase, 
end-use analysis, executive 
opinion, historical analogy, 
panel of experts, grass¬ 
roots techniques, surveys, 
models, experiments, sam¬ 
ples, hunches, judgment, 
and crystal ball. 


Results 

Identification of pertinent 
cultural, social, economic, 
political, demographic, com¬ 
petitive, ethical, inter¬ 
national, technological forces 

Selection and gathering 
of data from government, 
industry, university re¬ 
search, Federal Reserve 
Board, company records 

Selection of relevant 
company forecasting infor¬ 
mation 


Determination of patterns 
and relationships: lead 
and lag indicators, cycles, 
seasonal indexes, trend 
lines, covariation 


Prediction and definition 
of future dollar sales, unit 
sales, maximum and mini¬ 
mum ranges 


Operationally 

Forecast 


Applying 


Refine sales forecast 


Break sales down by Establishment of specific 

volume and profit control sales targets 
units: product lines, terri¬ 
tories, customers, salesmen 
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Translate specific targets Establish and co-ordinate Identification of con- 
into operational programs plans: marketing program, trollable business environ- 

production schedules, pur- ment 

chasing plans, financial 
requirements, personnel 
needs, plant expansion, 
capital equipment budgets, 
inventory levels 


Compare actual and fore- Determination of reaso 
cast sales regularly and for deviations 
analyze discrepancies 

Modify forecast and fore- Re-evaluate projections More accurate sales fore¬ 
casting procedures and adjust forecasting casting 

techniques 

social, cultural, ethical, economic, political, demographic, international, 
technological, and competitive forces that will influence the projections. 

Next, information can be assembled about these noncontrollable factors and 
an investigation made of such outside sources of information as governments, 
industries, and universities. 

The third step in assembling forecasting information is that of gathering 
information about the controllable company environment, which involves 
research into company records. This should result in the selection of relevant 
company forecasting information. 

After forecasting information has been assembled, the data must be 
evaluated and projected. This activity has two components: analyzing the 
data and making the actual forecast. To analyze the data, such analytical 
tools as time series analysis, least squares methods of fitting a straight line, 
fitting curves, simple and multiple correlation, the use of input-output tables, 
and breakeven charts may be used. This leads to the determination of patterns 
and relationships through lead and lag indicators, cycles, seasonal indexes, 

trend lines, and measures of covariation. 

The actual sales projections may be made through extrapolation, a straight 
percentage increase in sales, executive opinion polls, end-use analysis, his¬ 
torical analogy, a panel of experts, the grass-roots approach, samples and 
surveys, models, experiments, hunches, judgments, and the oft-used crystal 
ball. After these projections have been made, the prediction and definition 
of future dollar and unit sales, and maximum and minimum sales ranges is 
possible. 

Then the forecast must be applied operationally, which involves refining 
the sales forecast. This is done by breaking it down on the basis of volume 
and profit control units by product lines, salesmen, customers, territories, 
and other managerial units. Specific sales targets can thus be establishe , 


Auditing the Forecast 

Review forecast 
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and sales forecasting data become the basis for programming marketing, 
production, purchasing, finance, plant expansion, capital equipment acquisi¬ 
tion, personnel, and inventory needs. Controllable business programs have 
now been really determined. 


The last step in a comprehensive sales forecasting program is that of audit¬ 
ing the forecast. This involves reviewing the forecast by comparing actual 
and forecast sales and analyzing any deviations or discrepancies. The pur¬ 
pose here is to determine the reasons for the deviations. Then future fore¬ 
casts and even the forecasting techniques can be modified. The end result 
is more accurate sales forecasts. 

The total sales forecasting process is one of refinement. It starts with 
the more general factors—the external noncontrollable environment and the 
internal business environment—quantifies them, and finally establishes 
specific operational goals and targets. 

Marketing planning often suffers because management does not develop an 

effective sales forecasting program. One of the great inducements to ignore or 

neglect sales forecasting is the difficulty of making predictions. It is a trying 

task for anyone to try to determine future relationships and their implications 

for potential sales. It is much more comfortable to turn to the consideration 

of current operating problems, which are more concrete, are somewhat easier 

to grasp, and for which some corrective action may be initiated almost imme¬ 
diately. 

However, professional marketing management cannot afford to neglect the 

sales forecasting process. It must become concerned with the development 

of well co-ordinated, planned, and forceful systems of business action. It 

must plan the use of company resources so that a firm can establish itself in 
the market place and grow. 

The future marketing climate is likely to be one of keener competition, an 

“ mg pace of market chan ge, heavier fixed costs, and an increasing 

f 0 undadon°fnr lnn r at T^ A<kqUate marketing planning will become the 
ponen of § ? marketing action ' Since of the basic com- 
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y companies in developing more adequate sales forecasts. 
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161 Long-range Planning 


Peter F. Drucker 


Long-range planning is defined as the organized process of making entrepreneurial 
decisions. Two pertinent questions relating to “long-range planning” are asked 
—and answered : (1) What it is and what it is not; and (2) the need for and 
requirements of long-range planning in terms of the “characteristics of the process 
itself and in terms of its major specific new-knowledge content”. 

A brief statement of why long-range planning can be considered a major oppor¬ 
tunity and challenge for scientific management is also presented. 

I 

It is easier to define long-range planning by what it is not rather than by 
what it is. Three things in particular, which it is commonly believed to be 
it emphatically is not. 

1. First it is rot “forecasting’. It is not masterminding the future, in 

other words. Any attempt to do so is foolish; human beings can neither 
predict nor control the future. 

If anyone still suffers from the delusion that the ability to forecast 

beyond the shortest time span is given to us, let him look at the headlines 

in yesterday’s paper, and then ask himself which of them he could possibly 
have predicted ten years ago. 

Could he have forecast that by today the Russians would have drawn 
engineering? 15 ^ m ° St adV3nCed branches of Physical sciences and of 

th p C n°w d M J 3Ve u° reCaSt that West Germany in com P ]ete ruins a "d chaos 
then would have become the most conservative country in the world and 

stable ^politically? F ° neS ’ al ° ne that * W0U,d become ve T 

tro C uWe d snot Z* ^ Ne3r EaSt WOuId become a central 
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therefore" chHH ^ a ' WayS behaves - To tr y to mastermind it is 

it- W e must WC ^ S discredit what we are doing by attempting 
able and not w^th 01 !!- the conclusion that forecasting is not respect¬ 
ing Ts nZsaTll , h T d ^ ° f periods ' Lon ^ e *»- 

But th y P recisel y because we cannot forecast. 

is not lon^ranp 3 " 0 !^’ 3nd eVen more spelling reason why forecasting 

g- ange planning. Forecasting attempts to find the most probable 

F. trucker • VT °™ Mana Z e ™ nt Science, vol. 5, April, 1959, pp. 238-249. Peter 
cker . Professor of Management, New York University. 
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course of events, or at best, a range of probabilities. But the entrepre¬ 
neurial problem is the unique event that will change the possibilities, for 
the entrepreneurial universe is not a physical but a value-universe. Indeed 
the central entrepreneurial contribution and the one which alone is 
rewarded with a profit, is to bring about the unique event, the innovation 
that changes the probabilities. 

Let me give an example—a very elementary one which has nothing to 
do with innovation but which illustrates the importance of the improbable 
even for purely adaptive business-behavior. 

A large coffee distributor has for many years struggled with the problem 
of the location and capacity of its processing plants throughout the country. 
It had long been known that coffee prices were as important a factor in 
this, as location of market, volume, or transportation and delivery strategy. 
Now if we can forecast anything, it is single-commodity prices; and the 
price forecasts of the company economists have been remarkably accurate. 
Yet the decisions on plant location and capacity based on these forecasts 
have again and again proven costly blunders. Extreme pricing events, the 
probability of which at any one time was exceedingly low, had, even if they 
lasted only for a week at a time, impact on the economics of the system 
that were vastly greater than that of the accurately forecast “average”. 
Forecasting, in other words, obscured economic reality. What was needed 
(as the Theory of Games could have proven) was to look at the extreme 
possibilities, and to ask, “which of these can we not afford to disregard”? 

The only thing atypical in this example is that it is so simple. Usually 
things are quite a bit more complex. But despite its (deceptive) simplicity 
it shows why forecasting is not an adequate basis even for purely adaptive 
behavior, let alone for the entrepreneurial decisions of long-range planning. 

2. The next thing to be said about what long-range planning is not, is 
that it does not deal with future decisions. It deals with the futurity of 
present decisions. 

Decisions exist only in the present. The question that faces the long- 
range planner is not what we should do tomorrow. It is what do we have 
to do today to be ready for an uncertain tomorrow. The question is not 
what will happen in the future. It is: what futurity do we have to factor 
into our present thinking and doing, what time spans do we have to con¬ 
sider, and how do we converge them to a simultaneous decision in the 
present? 

Decision-making is essentially a time machine which synchronizes into 
one ^relent a great number of divergent time spans. This is, I think, some¬ 
thing which we are only learning now. Our approach today still tends 
toward the making of plans for something we will decide to do in the future. 
This may be a very entertaining exercise, but it is a futile one. Again, long- 
range planning is necessary because we can make decisions only in the 
present; the rest are pious intentions. And yet we cannot make decisions 
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for the present alone; the most expedient, most opportunist decision- 
let alone the decision not to decide—may commit us on a long-range basis, 
if not permanently and irrevocably. 

3. Finally, the most common misconception of all, long-range planning is 

not an attempt to eliminate risk. It is not even an attempt to minimize 

risk. Indeed any such attempt can only lead to irrational and unlimited 
risk and to certain disaster. 

The central fact about economic activity is that, by definition, it commits 
present resources to future and therefore highly uncertain expectations. To 
take risk is therefore the essence of economic activity. Indeed one of the 
most rigorous theorems of economics (Boehm-Bawerk’s Law) proves that 
existing means of production will yield greater economic performance only 
through greater uncertainty, that is, through greater risk. 

But while it is futile to try to eliminate risk, and questionable to try to 

minimize it, it is essential that the risks taken be the right risks. The end 

result of successful long-range planning must be a capacity to take a greater 

risk; for this is the only way to improve entrepreneurial performance. To 

do this, however, we must know and understand the risks we take. We 

must be able to rationally choose among risk-taking courses of action rather 

than plunge into uncertainty on the basis of hunch, hearsay or experience 
(no matter how meticulously quantified). 

Now I think we can attempt to define what long-range planning is. It 
is the continuous process of making present entrepreneurial (risk taking ) 
decisions systematically and with the best possible knowledge of their 
futurity, organizing systematically the efforts needed to carry out these 

bnnJ'T’ ""if measunn i the resuIts of these decisions against the expecta¬ 
tions through organized, systematic feed-back. 
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The business enterprise is a significant and rather amazing novelty in that 
it is the first human institution having the purpose of bringing about change). 

But there are several things which are new; and they have created the need 
for the organized, systematic, and above all, specific process that we call 
“long-range planning”. 1 2 

1. The time span of entrepreneurial and managerial decisions has been 
lengthening so fast and so much as to make necessary systematic explora¬ 
tion of the uncertainty and risk of decisions. 

In 1888 or thereabouts, an old and perhaps apocryphical story goes, the 
great Thomas Edison, already a world figure, went to one of the big banks 
in New York for a loan on something he was working on. He had plenty 
of collateral and he was a great man; so the vice-presidents all bowed and 
said “Certainly, Mr. Edison, how much do you need?” But one of them, 
out of idle curiosity asked, “Tell me, Mr. Edison, how long will it be before 
you have this new product?” Edison looked him in the eye and said, “Son, 
judging from past experience, it will be about eighteen months before I even 
know whether I’ll have a product or not.” Whereupon the vice-presidents 
collapsed in a body, and, despite the collateral, turned down the loan appli¬ 
cation. The man was obviously mad; eighteen months of uncertainty was 
surely not a risk a sane businessman would take! 

Today practically every manager takes ten or twenty year risks without 
wincing. He takes them in product development, in research, in market 
development, in the development of a sales organization, and in almost any¬ 
thing. This lengthening of the time span of commitments is one of the most 
significant features of our age. It underlies our economic advances. But 
while quantitative in itself, it has changed the qualitative character of 
entrepreneurial decisions. It has, so to speak, converted time from being a 
dimension in which business decisions are being made into an essential 
element of the decisions themselves. 

2. Another new feature is the speed and risk of innovation. To define 
what we mean by this term would go far beyond the scope of this paper. 

But we do not need to know more than that industrial research expendi¬ 
tures (that is, business expenditures aimed at innovating primarily peace¬ 
time products and processes) have increased in this country from less than 
$100 million in 1928 to $7 or 8 billion in 1958. Clearly, a technologically 
slow-moving, if not essentially stable economy has become one of violent 
technological flux, rapid obsolescence and great uncertainty. 

1 “Long-range planning” is not a term I like or would have picked myself. It is a 
misnomer—as are so many of our terms in economics and management, such as 
“capitalism”, “automation”, “operations research”, “industrial engineering , or 
“depreciation”. But it is too late to do anything about the terms; it has become 

common usage. , 

2 For a discussion see my new book The Landmarks of Tomorrow (Harper an 

Brothers, New York, 1958). 
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3. Then there is the growing complexity both of the business enterprise 
internally, and of the economy and society in which it exists. There is the 

. . creates increasing need for common 

vision, common understanding, and common language, without which top 

management decisions, however right, will never become effective action. 

4. Finally—a subtle, but perhaps the most important point—the typical 

businessman’s concept of the basis of entrepreneurial decision is after all 
a misconception. ’ ’ 

Most businessmen still believe that these decisions are made by “top 
management” Indeed practically all text books lay down the dictum that 
basic policy decisions” are the “prerogative of top management”. At most 
top management “delegates” certain decisions. 

But this reflects yesterday’s rather than today’s reality, let alone that of 
tomorrow. It is perfectly true that top management nJhave the final say 
e final responsibility. But the business enterprise of today is no longer 
an organization in which there are a handful of “bosses” at thp u 

make al. the decisions while the “workers” carry out orders !t i mLT v 
an organization 3 of professionals of highly specialized, knowledge exercising 
autonomous, responsible judgment. And every one of them-wheS 
manager or individual expert contributor-constantly makes truly entrepre 
neunai dee^ons, that is, decisions which affect the economic characteristics 
and risks of the entire enterprise. He makes them not by “deleg i^Tfrl 
above but inevitably in the performance of his own job and work 
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There is something else managers and management scientists might learn 
from the psychologists. Organization of information is often more impor¬ 
tant to the ability to perceive and act than analysis and understanding of 
the information. I recall one experience with the organization of research¬ 
planning in a pharmaceutical company. The attempt to analyze the research 
decisions—even to define alternatives of decisions—was a dismal failure. 
In the attempt, however, the decisions were classified to the point where 
the research people could know what kind of a decision was possible at 
what stage. They still did not know what factors should or should not be 
considered in a given decision nor what its risks were. They could not 
explain why they made this decision rather than another one, nor spell out 
what they expected. But the mere organization of this information enabled 
them again to apply their experience and to “play hunches”—with measur¬ 
able and very significant improvement in the performance of the entire 
research group. 

“Long-range planning” is more than organization and analysis of infor¬ 
mation; it is a decision-making process. But even the information job can¬ 
not be done except as part of an organized planning effort—otherwise there 
is no way of determining which information is relevant. 

Ill 

What then are the requirements of long-range planning? We cannot satisfy 
all of them as yet with any degree of competence; but we can specify them. 

Indeed, we can—and should—give two sets of specifications : One in 
terms of the characteristics of the process itself; another in terms of its 
major and specific new-knowledge content. 

1. Risk-taking entrepreneurial decisions, no matter whether made ration¬ 
ally or by tea-leaf reading, always embody the same eight elements : 

a. Objectives. This is, admittedly, an elusive term, perhaps even a meta¬ 
physical one. It may be as difficult for Management Science to define 
“objectives” as it is for biology to define “life”. Yet, we will be as unable 
to do without “objectives” as the biologists are unable to do without “life”. 
Any entrepreneurial decision, let alone the integrated decision-system we 
call a “long-range plan”, has objectives, consciously or not. 

b. Assumptions. These are what is believed by the people who make 
and carry out decisions to be “real” in the internal and external universe 
of the business. 

c. Expectations. The future events or results considered likely or attainable. 

These three elements can be said to define the decision. 

d. Alternative courses of action. There never is—indeed, in a true 
uncertainty situation there never can be—“one right decision”. There can¬ 
not even be “one best decision”. There are always “wrong decisions”, that 
is, decisions inadequate to the objectives, incompatible with the assumptions, 
or grossly improbable in the light of the expectations. But once these have 
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been eliminated, there will still be alternatives left—each a different con¬ 
figuration of objectives, assumptions and expectations, each with its own 
risks and its own ratio between risks and rewards, each with its own impact, 
its specific efforts and its own results. Every decision is thus a value-judg¬ 
ment it is not the “facts that decide”; people have to choose between im¬ 
perfect alternatives on the basis of uncertain knowledge and fragmentary 
understanding. 

Two alternatives deserve special mention, if only because they have to 
be considered in almost every case. One is the alternative of no action 
(which is, of course, what postponing a decision often amounts to); the 
other is the very important choice between adaptive and innovating action 
—each having risks that differ greatly in character though not necessarily in 

magnitude. 

e. The next element in the decision-making process is the decision itself 

f. But there is no such thing as one isolated decision ; every decision is 

of necessity, part of a decision-structure. * 


Every financial man knows, for instance, that the original capital appro¬ 
priation on a new investment implies a commitment to future and usually 
arger-capital appropriations which, however, are almost never as much as 
mentioned in the proposal submitted. Few of them seem to realize, how- 

Hl T .’ hat thlS impl ‘ es not on, y a Positive commitment but also, by’mort¬ 
gaging future capital resources, limits future freedom of action. The struc- 

uring impact of a decision is even greater in respect to allocations of scarce 
manpower, such as research people. 
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2. We can also, as said above, describe long-range planning in terms of 
its specific new-knowledge content. 

Among the areas where such new knowledge is particularly cogent, might 
be mentioned: 

a. The time dimensions of planning. To say “long-range” or “short- 
range” planning implies that a given time span defines the planning; and 
this is actually how businesses look at it when they speak of a “five-year 
plan” or a “ten-year plan”. But the essence of planning is to make present 
decisions with knowledge of their futurity. It is the futurity that determines 
the time span, and not vice versa. 

Strictly speaking, “short-range” and “long-range” do not describe time 
spans but stages in every decision. “Short-range” is the stage before the 
decision has become fully effective, the stage during which it is only 
“costs” and not yet “results”. The “short-range” of a decision to build 
a steel mill are the five years or so until the mill is in production. 
And the “long-range” of any decision is the period of expected per¬ 
formance needed to make the decision a successful one—the twenty or more 
years above break-even point operations in the case of the steel mill, for 
instance. 

There are limitations on futurity. In business decisions the most precise 
mathematical statement is often that of my eighth grade teacher that 
parallels are two lines which do not meet this side of the school yard. Cer- 
tainly, in the expectations and anticipations of a business the old rule of 
statistics usually applies that anything beyond twenty years equals infinity; 
and since expectations more than twenty years hence have normally a pre¬ 
sent value of zero, they should receive normally only a minimal allocation 
of present efforts and resources. 

Yet it is also true that, if future results require a long gestation period, 
they will be obtained only if initiated early enough. Hence, long-range 
planning requires knowledge of futurity: what do we have to do today if 
we want to be some place in the future? What will not get done at all if 
we do not commit resources to it today? 

If we know that it takes ninety-nine years to grow Douglas firs in the 
Northwest to pulping size, planting seedlings today is the only way we can 
provide for pulp supply in ninety-nine years. Some one may well develop 
some speeding-up hormone; but we cannot bank on it if we are in the paper 
industry. It is quite conceivable, may indeed be highly probable, that we 
will use trees primarily as a source of chemicals long before these trees 
grow to maturity. We may even get the bulk of paper supply thirty years 
hence from less precious, less highly structured sources of cellulose than a 
tree, which is the most advanced chemical factory in the plant kingdom. 
This simply means, however, that our forests may put us into the chemical 
industry some time within the next thirty years; and we had better learn 
now something about chemistry. If our paper plants depend on Douglas fir, 
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our planning cannot confine itself to twenty years, but must consider ninety- 
nine years. For we must be able to say whether we have to plant trees 
today, or whether we can postpone this expensive job. 

But on other decisions eyen five years would be absurdly long. If our 
business is buying up distress merchandise and selling it at auction, then 
next week’s clearance sale is “long-range future”; and anything beyond is 
largely irrelevant to us. 

It is the nature of the business and the nature of the decision which deter¬ 
mine the time-spans of planning. 

Yet the time spans are not static or “given”. This time decision itself is 
the first and a highly important risk-taking decision in the planning process. 
It largely determines the allocation of resources and efforts. It largely deter¬ 
mines the risks taken (and one cannot repeat too often that to postpone a 
decision is in itself a risk-taking and often irrevocable decision). Indeed, the 
time decision largely determines the character and nature of the business. 

b. Decision structure and configuration. The problem of the time dimen¬ 
sion is closely tied in with that of decision structure. 

Underlying the whole concept of long-range planning are two single in¬ 
sights. We need an integrated decision structure for the business as a whole. 
There are really no isolated decisions on a product, or on markets, or on 
people. Each major risk-taking decision has impact throughout the whole • 
and no decision is isolated in time. Every decision is a move in a chess 
game, except that the rules of enterprise are by no means as clearly defined. 
There is no finite “board” and the pieces are neither as neatly distinguished 
nor as few in number. Every move opens some future opportunities for- deci¬ 
sion, and forecloses others. Every move, therefore, commits positively and 
negatively. J 


Let me illustrate these insights with a simple example, that of a major 
steel company today. 

I posit that it is reasonably clear to any student of technology (not of 
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closes certain opportunities to itself, or at least it very greatly raises the 
future entrance price. At the same time, by making the decision to post¬ 
pone building, it may foreclose other opportunities such as market position, 
perhaps irrevocably. Management therefore has to understand—without 
perhaps too much detail—the location of this decision in the continuing 
process of entrepreneurial decision. 

At the same time, entrepreneurial decisions must be fundamentally expedient 
decisions. It is not only impossible to know all the contingent effects of a 
decision, even for the shortest time period ahead. The very attempt to know 
them would lead to complete paralysis. 

But the determination what should be considered and what should be 
ignored, is in itself a difficult and consequential decision. We need knowledge 
to make it—I might say that we need a theory of entrepreneurial inference. 

c. The characteristics of risks. It is not only magnitude of risk that we 
need to be able to appraise in entrepreneurial decisions. It is above all the 
character of the risk. Is it, for instance, the kind of risk we can afford to 
take, or the kind of risk we cannot afford to take? Or is it that rare but 
singularly important risk, the risk we cannot afford not to take—sometimes 
regardless of the odds? 

The best General Electric scientists, we are told, advised their management 
in 1945 that it would be at least forty years before nuclear-energy could be 
used to produce electric power commercially. Yet General Electric—rightly— 
decided that it had to get into the atomic energy field. It could not afford 
not to take the risk as long as there was the remotest possibility that atomic 
energy would, after all, become a feasible source of electric power. 

We know from experience that the risk we cannot afford not to take, is 
like a “high-low” poker game. A middle hand will inevitably lose out. 
But we do not know why this is so. And the other, and much more com¬ 
mon kinds of risk we do not really understand at all. 

d. Finally, there is the area of measurements. I do not have to explain 
to readers of Management Science why measurements are needed in 
management, and especially for the organized entrepreneurial decisions we 
call “long-range planning”. 

But it should be said that in human institutions, such as a business enter¬ 
prise, measurements, strictly speaking, do not and cannot exist. It is the 
definition of a measurement that it be impersonal and objective, that is, 
extraneous to the event measured. A child’s growth is not dependent 
on the yardstick or influenced by being recorded. But any measurement 
in a business enterprise determines action—both on the part of the measurer 
and the measured—and thereby directs, limits and causes behavior and 
performance of the enterprise. Measurement in the enterprise is always 
motivation, that is, moral force, as much as it is ratio cognoscenti. 

In addition, in long-range planning we do not deal with observable events. 
We deal with future events, that is with expectations. And expectations, 
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being incapable of being observed, are never “facts” and cannot be measured. 

Measurements, in long-range planning, thus present very real problems, 
especially conceptual ones. Yet precisely because what we measure and 
how we measure determines what will be considered relevant, and deter¬ 
mines thereby not just what we see, but what we—and others—do, measure¬ 
ments are all-important in the planning process. Above all, unless we build 
expectations into the planning decision in such a way that we can very 
early realize whether they are actually fulfilled or not—including a fair 
understanding of what are significant deviations both in time and in scale 
—we cannot plan; and we have no feedback, no way of self-control in 
management. 

We obviously also need for long-range planning managerial knowledge 

the knowledge with respect to the operations of a business. We need 
such knowledge as that of the resources available, especially the human 
resources; their capacities and their limitations. We need to know how 
to “translate” from business needs, business results and business decisions 
into functional capacity and specialized effort. There is, after all, no func¬ 
tional decision, there is not even functional data, just as there is no 
functional profit, no functional loss, no functional investment, no functional 
risk, no functional customer, no functional product and no functional image 
of a company. There is only a unified company product, risk, investment 
and so on, hence only company performance and company results. Yet at 
the same time the work obviously has to be done by people each of whom 
has to be specialized. Hence for a decision to be possible, we must be able 
to integrate divergent individual knowledges and capacities into one organi¬ 
zation potential; and for a decision to be effective, we must be able to 
translate it into a diversity of individual and expert, yet focused efforts. 

There are also big problems of knowledge in the entrepreneurial task that 

I have not mentioned—the problems of growth and change, for instance, 

or those of the moral values of a society and their meaning to business. But 

these are problems that exist for many areas and disciplines other than 
management. 
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or the psychological universe, though it partakes of them all. It pertains 
to the specific institution, the enterprise, which is a social institution existing 
in contemplation of human values. What is “knowledge” in respect to this 
institution let alone what is “scientific” must therefore always be determined 
by reference to the nature, function and purposes of this specific (and very 
peculiar) institution. 

(c) It is not within the decision of the entrepreneur whether he wants 
to make risk-taking decisions with long futurity; he makes them by defini¬ 
tion. All that is within his power is to decide whether he wants to make 
them responsibly or irresponsibly, with a rational chance of effectiveness and 
success, or as blind gamble against all odds. And both, because the process 
is essentially a rational process, and because the effectiveness of the 
entrepreneurial decisions depends on the understanding and voluntary efforts 
of others, the process will be the more responsible and the more likely to 
be effective, the more it is a rational, organized process based on knowledge. 

IV 

Long-range planning is risk-taking decision making. As such it is the 
responsibility of the policy-maker, whether we call him entrepreneur or 
manager. To do the job rationally and systematically does not change this. 
Long-range planning does not “substitute facts for judgment”, does not 
“substitute science for the manager”. It does not even lessen the importance 
and role of managerial ability, courage, experience, intuition, or even hunch 
—just as scientific biology and systematic medicine have not lessened the 
importance of these qualities in the individual physician. On the contrary, 
the systematic organization of the planning job and the supply of knowledge 
to it, should make more effective individual managerial qualities of personality 
and vision. 

But at the same time long-range planning offers major opportunity and 
major challenge to Management Science and to the Management Scien¬ 
tist. 4 We need systematic study of the process itself and of every one of its 
elements. We need systematic work in a number of big areas of new 
knowledge—at least we need to know enough to organize our ignorance. 

At the same time, long-range planning is the crucial area; it deals with 
the decisions which, in the last analysis, determine the character and the 
survival of the enterprise. 

So far, it must be said, Management Science has not made much 
contribution to long-range planning. Sometimes one wonders whether 
those who call themselves “Management Scientists” are even aware of the 
risk-taking character of economic activity and of the resultant entrepre- 

4 1 would like to say here that I do not believe that the world is divided into 
“managers” and “management scientists”. One man may well be both. Certainly, 
management scientists must understand the work and job of the manager, an 
vice versa. But conceptually and as a kind of work, the two are distinct. 
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neurial job of long-range planning. Yet, in the long run, Management 
Science and Management Scientists may well, and justly, be judged by their 

ability to supply the knowledge and thinking needed to make long-range 
planning possible, simple, and effective. 



171Principles of Market Planning 

This article discusses what a marketing plan is and how such a plan can best 

be prepared. It covers in some detail the successive stages involved in the 

development of an effective plan. 

The development of marketing plans and programs is rapidly becoming a 
staff function in modern business. Market research is already well esta¬ 
blished as a staff activity. In this case staff personnel typically collects facts 
and draws general findings which are useful to marketing executives in 
devising plans or determining policies. 

The next stage is that in which sales forecasts and budgets for marketing 
expenditures are worked out at the staff level, subject to executive approval. 
The final stage is that in which staff units undertake to devise marketing 
strategies and recommend policy limits within which these strategies 
should operate. 

In only a few leading companies has staff participation and planning been 
carried to that extent. This is in marked contrast to military operations 
in which planning has long been recognized as a staff function. A top 
military command reserves to itself chiefly the function of decision which 
commonly takes the form of choice among alternative plans developed at 
the staff level. The requirements of decision are equally exacting in large 
enterprise, so that an increasing pressure for planning at the staff level can 
be anticipated. 

There is reason to suspect that one factor which is holding back the 
development of staff planning is the lack of recognized principles of market 
planning. The executive can delegate market research to a staff unit because 
he has acquired confidence in the established techniques of research. Given 
these techniques, he has confidence that any two competent market analysts 
will come out to very much the same place as to the facts of a marketing 
situation. 

Planning has not been reduced to scientific techniques to the same extent 
and perhaps can never be wholly objective. Planning is to some extent 
an act of the creative imagination and is necessarily colored to some degree 
by the personality and experience of the planner. It is not too much to 
hope, however, that principles of planning can be formulated which will 
reduce the variability in the results arising from the personal element. 

This article is a first attempt to suggest a line of development for these 
principles of market planning. First of all, it is essential to define some of 

the elements with which planning deals and then to discuss the successive 

* 

Source: From Cost and Profit Outlook, June, 1952. 
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stages in planning for which guiding principles are needed. ^As a first 
approach to a definition of a market plan, it might be described as an over¬ 
all program governing a series of business transactions. 

The transaction is the basic unit of marketing activity involving an 
exchange between buyer and seller. Most transactions should be classified 
as routine transactions because they consist of an exchange of goods 
and services in accordance with a repetitive pattern. 

A smaller number of transactions may be described as strategic transac¬ 
tions. The impact of a strategic transaction extends over a longer period 
of time or over a broader segment of marketing activities. It may 
generally be regarded not as a simple exchange of goods or services but as 
an exchange of commitments governing the future movement of goods and 
services. Such commitments sometimes take the form of long-term 
contracts against which individual deliveries are made but often are only 
general understandings remaining in effect as long as the arrangement is 
mutually agreeable. 

Sometimes it is important to distinguish between a plan and a procedure. 
A procedure may be defined as a prescribed method for handling routine 
transactions. The problem with respect to a procedure is generally limited 
to one of relative efficiency so that the establishment of procedures does 
not normally raise the policy issues which are involved in broader 
types of planning. 

A more comprehensive definition of a plan is appropriate at this 
point.^A market plan may be defined as a program of action which specifies 
marketing goals and describes the means of attaining them in terms of 
time, space, and effort. From the viewpoint of the planner, policy may be 
regarded as setting up the framework within which planning takes place. 
More precisely, policy may be defined as a statement of the limits within 
which plans and procedures must operate or of the general direction 
which they should follow toward the attainment of marketing goals. 

The first three stages in planning should determine the general type 

p ^ an » tlle sca le of the effort and the design of the plan as visualized 
m full operation. Consideration must then be given to procedures to 
. e flowed in launching the plan and the critical review of the plan 
m relation to conditions which may affect its success. All five of these 
stages will be described in the following sections. 

facts, policies, and plans 


Drohl Pm 0CCa A S10n t0 ,\ plannin S is usual| y presented by a specific marketing 
of Dlans anH ^ ^ 3nSeS fr ° m uncertaint y concerning the outcome 
is inclined to P ™ e ? Ur ^ n0W effect Modern marketing management 
analysis rather Thf its major problems and make its plans on the basis of 
y S rather than being guided by experience and insight alone. 
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One way to conceive of this analysis is as a re-examination of the 
operating assumptions by which the executive has been guided. In day-to- 
day decisions he necessarily makes some assumptions about the character 
of his market and the effectiveness of various types of effort applied to the 
market. 

Before undertaking to improve on existing plans and procedures, it is 
essential that the factual basis of these operating assumptions should be re¬ 
viewed. The marketing executive may be visualized as operating on the 
basis of a sort of map. There are boundaries or limits marking off the class 
of consumers he is trying to reach or the trade channels through which he 
is willing to sell. There are routes over which he can move in attaining 
his objectives which experience or investigation has indicated are better 
than other routes. This map may have to be brought up to date by 
a validation or a revision of operating assumptions before a new plan of 
action can be devised. 

At this stage of planning, the general type of plan should be determined. 
Often a list of three or four major alternatives can be set up for considera¬ 
tion. The selection among these alternatives can be tested against the 
marketing facts and the statement of marketing policies. At this stage, 
the planner should be able to set down a brief description of the type of 
program that is visualized which will serve as the nucleus for the more 
detailed plan which is to be developed later. 

Fundamental decisions as to type of marketing plan may include the issue 
of starting on a regional basis or beginning national distribution immedia¬ 
tely, selling directly to retailers or distributing through wholesalers, and 
bringing the product out at a high price with the possibility of reducing 
it later as compared with pricing it for the mass market immediately. A 
recent market-planning assignment involved a choice among several approa¬ 
ches to product promotion. The three alternatives considered were those of 
dramatizing the product, dramatizing the company, and dramatizing the user 
of the product. In this instance, the marketing facts and the sales policies 
of the company pointed unmistakably to the third alternative. 

THE SCALE OF MARKETING ACTION 


In determining the scale of a marketing operation the aim of management 
is the adjustment of effort to opportunity. This process of adjustment is 
complicated by the fact that effort is expended through a plan or program 
in which the various parts must in turn be proportioned to each other. 
Usually it is not practical to deal with the problem in terms of a simple con¬ 
tinuous curve relating effort to opportunity. 

It is possible, however, to set up limits as to scale and then attempt to 
determine the optimum scale of operation within these limits. The top 
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limit might be called “the maximum effort plan”. The starting point is an 
assumption as to the maximum amount of resources which might be avail¬ 
able for putting the plan into effect. A rough proportioning of these total 
resources can then be undertaken, allocating time and money to each of 
the elements of the marketing operation. 

The lower limit may be established by what might be called “the minimum 
result plan”. The starting point in this case would be a statement of a 
minimum goal to be achieved during the first year or some other operating 
period. With this target in mind an attempt should then be made to list 
the minimum essentials and to estimate the cost of such a minimum pro¬ 
gram. Conceivably it will turn out that the maximum effort available is not 
sufficient to achieve the minimum result that is considered worth-while. 

It may then be necessary to abandon the project or to reconsider the 
marketing goals in order to make it practical to proceed. For example, a 
decision might be reached to go ahead in a single region or sales territory 
rather than undertaking national distribution from the start. Generally 
speaking, there will be some range for planning decisions between the point 
of maximum effort and the point of minimum result. With these limits as 
guides, it should be easier to identify an optimum scale of operation which 
in the judgment of the planner represents the most effective application of 
effort to opportunity. 

Decision as to the scale of operation is a major determinant in the design 
of detailed operating procedures. A procedure that is efficient at one level 
of operation may be quite inappropriate at a larger or smaller scale. Thus, 
determination of the optimum scale may lead directly to decisions as to 
whether brokers should be employed, whether salesmen should be specialized 
by products or solely by territories, and what should be the initial scope and 
character of the advertising program. Consideration of procedures may in 
turn lead to a revised judgment concerning scale of operations. It may be 
obviously uneconomic to set up facilities for a restricted scale of operation 
if prospective growth will shortly render these facilities obsolete. 

designing a marketing operation 

. Hay ing decided on the general type or scale of operation, the next step 
ls to design its structure in greater detail. A first problem is to determine 
the P ro P er sequence of steps by which a product will move from its producer 
°r sponsor to the ultimate consumer. The planner may start off by listing 
a ll the steps in what appears to him to be the natural order. This listing 
should then be reviewed to determine whether any of the steps are 
unnecessary or whether the sequence might be changed. 

A previous issue of the Cost and Profit Outlook dealt with what was 
called “the principle of postponement”. According to this principle, any 
change in the form of the product should be delayed to the last possible point 
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in the distribution process and any change in its location should be delayed 
until the last possible point in time. The principle of postponement is 
nothing more than a convenient device for testing each step for its position 
in the sequence in order to arrive at the most favorable arrangement of steps. 

In seeking to push a step as far ahead as possible it sometimes becomes 
apparent that it can be eliminated altogether. There are other steps which 
exhibit strong resistance to postponement and, thus, establish their right to 
a position at or near the beginning of the sequence. Having established the 
sequence of steps, the next concern is with structural balance among them. 
That is to say that each step should be in scale with those which precede or 
follow it. No step should be allowed to become a bottleneck on the one 
hand or on the other a bulge in which resources are wasted needlessly. 

Contingencies with respect to breakdown in the process as well as provision 
for normal operation necessarily enter into this phase of planning. The next 
phase is the coordination of steps or processes which must proceed simul¬ 
taneously or along parallel lines. Weaknesses in market planning are 
constantly showing up because of the failure to coordinate schedules. Goods 
are advertised to the consumer before they have been stocked in retail stores, 
point of display materials arrive too late for planned sales events, and inven¬ 
tories pile up during the course of changeover in models or merchandising 
methods. 

THE INSTALLATION OF A MARKETING OPERATION 

Too many times the planner visualizes a marketing plan in full operation 
but fails to work out the steps by which that point is to be reached. No 
planning job is complete unless it gives consideration to how the plan is to 
be launched or how the new operation or procedure is to be installed. 

First of all is the question of timing. Whether it is opportune to launch 
a new plan may depend on the season, the business cycle or a variety of 
factors in the current competitive situation. On purely strategic grounds, 
too much delay may put competitors on notice and dissipate much of the 
impact of a plan. Launching the plan too soon may mean slighting some 
of the conditions that are necessary to success. The most important single 
condition is that of making sure of adequate cooperation from all factors 
who will be involved in the plan. A marketing plan cannot be carried out 
by the sales executive himself, but will require cooperation from a number 
of branch offices or other units in his own organization and from various 
types of distributors and dealers. 

Adequate incentives for cooperation should form a part of the marketing 
plan itself but the sequence of steps by which cooperation will be obtained 
is a fundamental consideration in launching the plan. Many marketing 
operations are wrecked at this point by unwise concessions or commitments 
which are made in an attempt to gain cooperation from key factors. These 
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concessions limit the freedom of executive action, so that development 
thereafter is inevitably cramped and restricted. This hazard can be minimized 
by regarding the launching of the plan as a separate problem and determin¬ 
ing in advance just how far to go in soliciting cooperation. 

CRITICAL REVIEW OF A PROPOSED PLAN 

The planning steps which have been described so far proceed on the 
basis of principles of design and internal consistency relating the plan to the 

feviV 0 a a f ,eved ' The final step should be that of criticizing and 
viewing the plan in terms of other conditions which may affect its success. 

First of all, there are the secondary consequences of marketing operations 

A plan may have a number of effects in addition to those that are intended' 

The proposed operation may be a very effective means of approaching 
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18/Making Long-Range Planning Work 

Bruce Payne and James H. Kennedy 

Modern long-range planning on a systematic basis is quite different from the 
intuitive judgment practised by managers in the past. The authors offer some 
sound suggestions as to how to make long-range planning operational. 

In most progressive companies, it is no longer necessary for executives 
to be sold on the values of long-range planning. The advances of modern 
technology and the effects of changing business conditions have made com 
placent drifting and intuitive judgment luxuries that today’s managers can 
no longer afford. A sound, realistic plan for future action can spell the 
difference between corporate prosperity and failure in the years to come, 
and forward-looking managements are adopting the principles of long-range 
planning to minimize the risks that lie ahead and to insure optimum results 
from the development of their company operations. 

WHAT IS LONG-RANGE PLANNING? 

Long-range planning (LRP) is a new management technique that co¬ 
ordinates all the people and functions of a company in the achievement of 
practical goals, developed on a scientific and objective basis. It is much 
more than business forecasting, which involves trends and projections ; long- 
range planning goes further, helping management to determine how to take 
advantage of the trends, how to minimize the effects of unfavorable trends, 
and how to attain reasonable and profitable objectives. 

Nothing in the company can be overlooked or omitted in developing a 
long-range plan. Time-tables, specific plans, well-defined responsibilities, 
checks and balances, and intermediate as well as long-range goals must be 
developed for every facet of corporate operation. In most companies, this 
organized plan outlines a guide for management action for at least five or 
ten years, and it provides a detailed plan of operation for at least two years 
in the immediate future. 

KEY STEPS IN LONG-RANGE PLANNING 

The experience of the leading companies who have adopted long-range 

Source: From The Management Review, a publication of the American Manage¬ 
ment Association, vol. 47, February, 1958, pp. 4-8, 73-79. Bruce Payne: Bruce 
Payne & Associates, Inc. J. H. Kennedy: Bruce Payne & Associates, Inc. 
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planning is now beginning to crystallize into a rather definite pattern for 

the development of an effective plan. With judicious interpretation, these 

steps can be applied to the long-range planning efforts of practically any 
company, large or small. 

1. Define and state corporate goals 

Put the corporate goals in writing, and make sure that everyone who has 
any part in determining or achieving the goals understands them. 

Obviously, no firm can engage in long-range planning without knowing, in 
some detail, the real goals of the company. But how well are goals usually 
understood? Yours is an unusual company if even the key executives can 
agree on what the corporate goals really are. 

Clear, mutual understanding of corporate goals, then, is part of the pre¬ 
paration for LRP. The basic corporate goals should consist of much more 
than a simple statement such as “To make money”, or “To return 5 per cent 
annually on investment”, or “To be first in volume in our industry". Goals 
should take into account, practically, such factors as: 


Risk ( We might triple sales and be No. 1 if we are successful, but if the 

plan fails we might lose our present position and seriously endanger the 
business. Is the potential gain worth the risk?”) 

orTn"l970?”) D ° eS * ^ *** * We get there in 1965 


OH ?Zf ( “ Sh0U ’ d We u restrict our goals to those that can be achieved with- 
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our stockholders, management, the trade, the community?”) 
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This is also the time to tighten any management controls that should 
prove inadequate. The long-range planning function, a nerve center of the 
company, naturally requires current information in many forms—sales 
statistics, financial position, manufacturing data, economic projections. How¬ 
ever, since this same sort of information is needed by top management and 
functional officers in their day-to-day and short-term activities, strengthening 

the existing control system is preferable to establishing separate controls for 
the use of the LRP function alone. 


4. Write the plan and get it accepted 

Although modern LRP is a discipline and a way of thinking, the plan 

should be put on paper to insure against possible omissions and to assure 
mutual understanding. 

Each executive who is to share in the work of accomplishment should 
read and understand the entire long-range plan as it pertains to his function 
and to the company as a whole. This is the time for ironing out the details 
and smoothing over any personal differences or interpretations. Once the 
plan is accepted, further changes should be discouraged, so it is well worth 
while to devote several weeks to this step. 


5. Put LRP to work 

In Older to keep the plan up to date, progress should be checked regularly 
and revisions or alternate plans made when necessary. This is where the 
hardest work must be done—often without the glamor or enthusiasm 
associated with the LRP project when it was new and exciting. 

The plan should be audited every three months in the beginning, once a 
year after that time. Projections and detailed plans should be re-extended 
into the future with each audit of the plan; e.g., the 1958-1963 plan will be 
extended in 1959 to cover 1964, and so forth. 


MAKING LRP WORK 


Successful long-range planning is not easy. The basic requirements for 
making LRP work are fresh thinking, real decision-making, and hard work. 

Fresh Thinking. It is, of course, natural to expect executives to think 
primarily about their own areas of responsibility: the controller about 
money matters; the chief manufacturing officer about plant, equipment, 
materials, and personnel; the top marketing executive about sales forecasts 
and share of market. In many companies, most of the coordinating between 
these somewhat diverse interests is done personally by the president or an 
executive vice president. 

Through a sound long-range plan, executives become more interested 
in the company as a whole. Because they see where the company is headed 
and understand the role played by each function, they can apply themselves 
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even more strenuously to the fulfillment of their own responsibilities. And, 

since LRP looks into a future in which change is synonymous with progress, 

the very thinking about planning helps to break down resistance to change. 

LRP, in effect, opens minds and keeps them open and receptive to 
change. 

Decision-Making. Fuzzy management disappears when LRP is applied. 
Ownership and management, having made major decisions on corporate 
goals and their achievement, must follow through with many other important 
decisions. Real LRP eliminates the gray areas of doubtful responsibility 
between executives and between departments and divisions. 

Word Work. LRP, to be effective, must be a living instrument—not a 
Hard Work. LRP, to be effective, must be a living instrument—not a 
confidential report in a locked drawer. Like true cost reduction, it is a 
philosophy that needs daily application and attention, frequent review and 
constant interpretation. To make LRP work, therefore, management must 
O up 1 s sleeves, throw away tradition if necessary, and pitch in. Timid 
managers avoid LRP because it means committing themselves and the 
company to a course of action which, although flexible enough to meet major 
changes , n conditions, is rather definite. But most executives today realize 
that, although it takes hard work to attain the established goals, it is far 

TLkTwTd t0 aIl0W the company t0 drift along with no definite § oals 


GETTING PARTICIPATION IN LRP 
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my idea, my contribution”. Soon the association broadens, and the entire 
LRP effort becomes “our plan”. 

One proven way to achieve participation is through a Long-Range Planning 

Board (purposely given the designation of “Board” rather than “Committee” 

to distinguish LRP as a top-level matter). Membership on the LRP Board 

should rotate, thus giving more executives an opportunity to present their 

ideas and become acquainted with the long-term objectives and ambitions 
of other corporate functions and executives. 

THE IMPORTANCE OF OBJECTIVITY 

Every company has weaknesses, and it is just facing facts to recognize 
them. A long-range plan should build on corporate strengths, but it should 
be tempered in its aims or timing by any weaknesses that are recognized. 
Many of these weaknesses can, of course, be corrected. For example, the 
need for additional market research often shows up during the original 
“corporate audit”. If the company is large enough to support a Market 
Research Department, the function should be organized and manned before 
the first Long-Range Plan is put into effect. 

Other weaknesses must be tolerated for reasons beyond management 
control. If, for example, the Vice President for Sales holds his position 
because his family owns a significant share of the company, this hard fact 
must be considered in planning. If this executive is weak on factual analysis, 
give him an assistant who can handle that aspect of the job. If it’s clear 
that, regardless of his ability or performance, the man might be the next 
president, face that fact and plan on it. Be objective, and the long-range 
plan has that much additional chance of success. 

The importance of objectivity was clear to one young company in the 
electronics industry that had been built around a single product. As the 
firm expanded into a related product line, annual sales climbed to over a 
million dollars in a few years, largely on defense work. 

A cutback in defense spending for the items manufactured by this 
company caused it to look seriously into the future. A decline in sales 
and profits triggered thinking about long-range planning. 

The company entered LRP with some rather grandiose ideas about cashing 
in on the consumer electronics business, perhaps in the television field. 
But management, when forced to be completely objective, soon recognized 
that the company’s greatest strength was in its superior engineering abilities 
and its production facilities for a high-quality, low-volume product. 

By being so objective and putting aside personal ambitions to be “some¬ 
one” to U.S. consumers, management was able to capitalize on the company’s 
basic strength. Market research pointed out six industrial markets for the 
company’s basic product line—industries where the products could be used 
in automation. Sales and promotion efforts were focused on these six specific 
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markets, and the company’s long-range plan included provision for further 
commercial applications after the company was equipped financially and 
became experienced in the necessary sales service. 

SETTING INTERIM GOALS 


One reason that old-fashioned forward planning rarely worked was the 
haphazard way in which interim goals were set. The so-called planning of a 
few years ago was often the result of a blue-sky management session held on 
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strong that entry into this part of the market would be more difficult. But 
the very idea of selling a lower-priced product was a terrible shock to the 
older executives, so modified interim goals were adopted: all the recom¬ 
mendations were accepted, except those involving a low-priced product. 
This procedure allowed achievement of the goals without major opposition 
from the older men, thus gaining their confidence in the over-all plan while 
giving them time to get used to the idea of making and selling an instrument 
for the high-volume market. 

BUILDING FLEXIBILITY IN THE PLAN 

A frequent criticism of long-range planning is that it encourages inflexi¬ 
bility, and that it just “can’t be applied’’ in certain industries where 
seemingly uncontrollable factors control the business cycle. But modern 
LRP, being a practical and objective management tool, incorporates alter¬ 
native plans to be put into effect in the event of an unexpected business 
recession, a major war, or a significant change within an industry. 

In the current profit squeeze, for example, companies with comprehensive 
long-range plans know where they can pare costs without impairing achieve¬ 
ment of long-term goals. Companies without LRP that engage in the usual 
paper-clip and pencil’’ campaigns to reduce costs often damage relationships 
with employees or with suppliers and customers far more than is warranted 
by the actual dollar savings. 

One major processor of a basic raw material, which has an almost un¬ 
limited choice of markets on which to concentrate, was faced with the 
problem of retaining some measure of flexibility while continuing to sell 
on a selective basis. How could it pinpoint markets to serve Selectively 
—not offering a complete line to every U.S. industry—while maintaining 
flexibility? 

The answer, developed as part of this company’s LRP, was a new method 
of determining market suitability that puts numerical values on many of the 
tangible and intangible factors usually studied by management when a new 
market or a change in emphasis is being considered—growth, sales cost, sales 
leverage, competition, distribution structure, etc. It has been applied in 
varying forms in several leading firms, but in the processor’s long-range 
planning the analysis is done on a continuing basis. 

This new tool, developed as a byproduct of LRP, has given this company 
the flexibility to spot trends that affect the profitability of its sales in all 
major markets—with full consideration of management objectives and com¬ 
pany limitations. 

If the preparatory work of LRP is done well, a lot of enthusiasm will be 
generated within the company. Management must take advantage of this 
initial interest to get the first plan written and in operation within six 
months of the start of the project. Any planning that takes longer than 
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six months to get started stands a very good chance of never getting off 
^he ground. 

MAINTAINING LRP MOMENTUM 

Even though some of the early enthusiasm will wear off, it is important 
to maintain a high level of vitality in the planning effort as it continues. 
Here are three tested ways of keeping the company, its daily operations, 
and its LRP all in tune-with each other. 

1. Assign Specific Responsibilities 

The president holds primary responsibility for long-range planning and 
cannot assign it to another executive, an assistant, a committee, or a 
consultant—but he may well call on all of this assistance to perform specific 
tasks. He may, for example, designate one man as coordinator of planning, 
a focal point for all LRP information. But the president alone retains the 
decision-making responsibility. 

The president may also ask a consultant to make use of his objectivity 
and experience in evaluating corporate strengths and weaknesses. But the 
decision on what to do about the consultant’s findings and recommendations 
will still remain with the president. 

The detailing of individual responsibilities should be quite complete. 
If a new plant is to be built three years from now, the specific responsibili¬ 
ties for site selection, construction coordination, equipment selection and 
installation, financing, etc. should be assigned in the long-range plan itself 
by name or job title, and with a target month for planned completion of 
each subtask. The more job functions that can be actually named in the basic 

plan, the greater will be the feeling of participation and chances of accom¬ 
plishment. 

Note the emphasis on timing as well as people. A master time-table for 
at least five years ahead, outlining who does what in each month, is perhaps 
the most vital document in the entire plan. 

2. Make Frequent Progress Checks 

The most effective long-term measure of the value of planning is, of 
course, profits. Although the determination of profitability would require 
a comparatively long period of time, it would be unrealistic to assume that 
a company should wait years to determine the value of long-range planning 
or to assess corporate progress towards long-term objectives. 

Earnings and return on investment are only one yardstick for measure¬ 
ment of progress. The president should be constantly informed of actual 
accomplishment in comparison to the master time-table, and he should 
develop such other measures of the progress of his company as rate of 
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executive and employee turnover, progress of competitors, and attitudes of 
executives, employees, and customers. 

3. Revise When Necessary 

A certain amount of rigidity must accompany every long-range plan, 
because LRP commits a company to a specified course of action. There are 
continual pressures to abandon one segment of the plan, to change one of 
its basic assumptions—or even to toss the whole plan out the window. 
The president must stand firm against most of these suggested diversions, 
but he must also have the wisdom to revise the plan or adopt one of its 
alternative courses when necessary. 

Technology in an industry may experience a great advance through the 
discovery of a new material or a new technique, or world conditions might 
cause drastic changes in living habits or economic conditions. A company’s 
long-range plan should be revised quickly enough to take early advantage of 
such significant changes, but not so fast that the plan is constantly 
being diverted to meet short-term conditions. 

THE BENEFITS OF LONG-RANGE PLANNING 

Progressive companies that have applied the long-range planning 

philosophy have noted many benefits, some expected and some quite 
unexpected. 

Crisis management becomes less pronounced. Most of the situations 
that can compound a crisis are considered in LRP, so fire-fighting manage¬ 
ment by exception tends to disappear. Greater emphasis can be put on 
the positive side of management by exception, analyzing outstandingly 
good performance rather than remedying mistakes. 

Short-term dips assume less significance. If the corporate eye is kept 
focused over the horizon—on conditions that will prevail after five or ten 
more years of population increase and improved standard of living—then 
a few months of lower sales do not appear to be so devastating. LRP 
does not encourage complacence, but it enables a company to view current 
events in perspective. 

New markets are entered as soon as possible. Any firm that has been 

selling to Europe, for example, or firms that have been considering such 
# ^ 

international activities, will be greatly affected by the European Common 
Market idea. Firms that looked ahead could have seen this move as a 
possibility years ago and would be able to implement their plans as ratifi¬ 
cation came closer. Firms without such long-range planning are obliged to 
start with a handicap of several years. 

Money and men come easier. Financiers increasingly are insisting on 
knowing about a company’s plan for the future. The need for money can 
be explained logically and clearly in terms of a company’s long-range 
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plan. New executive talent is also attracted to a company with modern 

LRP. A man can better envision his own growth and security when 

he sees that these desirable features have been spelled out in a long-range 
plan. 

Long-range planning is working today in many companies as a manage¬ 
ment service to anticipate corporate requirements and corporate action. It 
is a mark of industrial leadership by which good management is made more 
effective and good companies retain or attain recognition in their industry. 

The case histories of successful LRP—taken from many of the country’s 
eading corporations—are enough to convince anyone who still needs con¬ 
vincing that long-range planning, in its modern sense, is the most significant 
a vance in management thinking of the current decade. 



19/Decisions Involving High Risk 

% 

Paul E. Green 

This article questions the adequacy of traditional planning techniques for coping 
with the increasing complex problem of business planning. It is argued that 
conventional techniques suffer from two deficiencies : (1) a lack of a suitable 
conceptual framework ; and (2) the lack of a means of implementation. The 
author suggests that greater use of the Bayesian approach to decision-making 
under uncertainty will prove highly successful to most firms. 

Concomitant with the growing complexity of business operations, the 
faster obsolescence of products and processes, and the increasing costs of 
technological development, the function of business planning is growing in 
stature. As the costs of wrong decisions continue to mount, as well as 
the costs of delaying even the right ones, it is not surprising that more 
attention is being devoted to the problem-search and problem-solving 
activity which business planning should embody. 

If, however, the need for this function is becoming more apparent, might 
the traditional techniques of business planning be insufficient to deal 
adequately with the need? And if so, what other procedures might be 
used advantageously? 

As a basis for examining these questions, let’s start with the term busi¬ 
ness planning. This term refers to activities associated with making high- 
level, high-risk decisions, taking into account the relationship of the firm 
to its environment and involving deployment of significant amounts of the 

firm’s resources to reach its longer term business goals. 

Peter Drucker, in Long-range Planning, Challenge to Management Science} 
has cogently expressed the decision aspects of business planning by first 
describing some things which planning is not. He says, for example : 

1. “(Long-range planning) is not forecasting.... Any attempt to do so 
is foolish. Human beings can neither predict nor control the future.... 

2. “... it does not deal with future decisions. It deals with the futurity 
of present decisions ... 

3. “... (it) is not an attempt to eliminate risk. It is not an attempt 
to minimize risk.” 


1 Management Science, Apr. 1959, pp. 238-40. 

Source: Prom Advanced Management—Office Executive, vol. 1, October, 

1962, pp. 18-23, 34. Paul E. Green: Market planning and marketing research 
activities, Textile Fibers Department, E. I. Du Pont de Nemours & Co., Inc. 


220 


DECISIONS INVOLVING HIGH RISK 


221 


(Drucker defines (long-range) planning as “risk-taking decision-making”.) 
The business planner and decision-maker are thus properly viewed as 
persons dealing with present decisions (which carry, future implications) or 
what Drucker calls the “futurity of present decisions”. 

Moreover, the planner must also deal with a complementary concept— 
namely, the immediacy of future decisions. That is, the planner must also 
consider how the decision-maker’s ability to act in the future is affected by 
the present decision. Actions (including maintenance of status quo) can be 
taken only in the present. 

Our conception of business planning is, thus, decision-and problem- 
oriented rather than merely a consideration of some general future setting 
for the firm. With this view in mind, note a few of the characteristics of 
traditional planning techniques for dealing with the risk decisions of busi¬ 
ness planning. 

1. Conventional planning procedures tend to emphasize end-of-planning 
period, or snap-shot, views of payoffs rather than flows of sales and costs 
through time which are related to the courses of action under evaluation. 
In some planning studies no attempt is even made to provide a simple 
accumulation of profit experience through the period required to reach the 
firm’s expected position in the terminal year of the planning period. 

2. Associated with the preceding characteristic is that little formal use 
is made of discounting longer term revenues and costs to present value to 
reduce different patterns of these flows to a common denominator basis. 

3. The complexity of real business problems tends to force the use of 
polling procedures of one sort or another where persons knowledgeable of 
particular facets of the firm’s activity—such as experts on end use markets 
or competitive activity—are asked to supply data estimates for their parti¬ 
cular sphere of expertise, sometimes subject to a set of over-all ground rules. 
Planning activity, at least in large corporations thus tends to involve the 
activities of many persons in the organization even though coordination may 
be restricted to a relatively small study group. 

4. Estimates obtained by this polling procedure, however, are usually 
stated in “certainty equivalent” terms. That is, rather than being asked 
to state their estimates in terms of a range of responsibilities or to attach 
numerical probabilities to the occurrence of alternative future events, data 
contributors are usually asked to supply simply a single, or “most probable”, 
estimate for those subject areas which fall within their purview. 

5. The selection of alternative courses of action for evaluation tends to 
be narrow. Emphasis is placed on reducing some feasible set to a “represen¬ 
tative’ subset of courses of action. Emphasis is also placed on the search 
tor dominant courses of action—such as those acts which are expected to 
yield at least as large a payoff as some other act under all states of nature 
(environmental factors affecting the decision) being considered (and yield 
a larger payoff under at least one of those states of nature). 



222 


READINGS IN MARKETING MANAGEMENT 


6. Little or no attempt is made to consider even low-order interactions 
of the courses of action being evaluated. 

7. The problem of formally considering the corporate multiple goal struc¬ 
ture is usually avoided at the outset of the study—that is, in the screening 
process used for obtaining candidate courses of action. Some type of formal 
check list may be used in this screening process. 

A portmanteau variable like total profits or return on investment is then 
usually selected as the payoff criterion to be applied to those candidate 
courses of action which have survived the screening test. Risk attitudes are 
not explicitly analyzed by means of utility functions or similar conceptual 
devices for dealing formally with risk. 


8. Little or no attempt is made to test the sensitivity of the outcomes of 
the study to departures in the basic assumptions. 

9. Few formal devices are used to incorporate feedback data from the 

field, such as market surveys or early sales results. Insofar as the use of 

informal means, such as salesmen’s reports, is concerned, the typically 

unreliable aspects of early feedback data tend to be neglected in the sense 

that highly generalized inferences may be made on the basis of a very small 

sample, particularly if there exists some “spectacular event” in this sample, 

such as, Company ABC definitely does not think that the new product has 
sales potential” ! 


CONTAIN SEVERAL INADEQUACIES 

Apparently traditional planning techniques contain several inadequacies 
for coping with planning problems. For example, although uncertainty 
abounds in business planning problems, few attempts have been made to 
incorporate a probabilistic framework in planning analyses. Although the 
futurity aspects of present courses of action are important, relatively little 
use is made of the discounting function and similar capital budgeting tools. 

The deficiencies of traditional techniques might be grouped conveniently 

under two classes (a) lack of a suitable conceptual framework within which 

the characteristics of planning problems can be viewed ; and (b) lack of a 

means to implement this conceptual framework from a computational stand¬ 
point. 

It is hardly surprising that relatively little use (at least by business 
planners) has been made of the procedures developed under the general 
heading of decision theory. 

First, these techniques are, for the most part, of recent origin. Moreover, 
many of the contributions to this subject have had rather specialized dis¬ 
tribution, and they have been associated with areas of interest (such as the 

foundations of statistics) that are typically outside the purview of business 
planning personnel. 
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d \ e * ce P tl0n > however, is the recent book by Robert Schlaifer, 

Probability and Statistics for Business Decisions . 2 This particular work 

otters one of the most provocative and complete procedures for dealing with 

decisions under uncertainty, namely the Bayesian approach available to 
the business planner. 

The Bayesian approach to decision-making under uncertainty provides a 

framework for explicitly working with the economic costs of alternative 

courses of action, the prior knowledge or judgments of the planner, and 

formal modification of these judgments as additional data are introduced 
into the problem. 

describing it in terms of questions 
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product (called, say, Texcel) under an uncertain future demand for the 
modification. 

Building a plant too large, relative to demand, would result in costs 
associated with idle capacity. Building a plant too small, relative to demand, 
would result in costs associated with both profits foregone and the 
opportunity for competitors to increase their share of the market at the 

firm’s expense. 


Figure /, Texcel Fiber Forecasts 


Millions 


Aclual and Alternate Forecasts 
(Coded Data) 



If we assume the decision-maker is considering four alternative plant 
sizes-A, B, C, and D-ranging from large to small, then if the demand 
were high, payoffs would tend to favor the A plant addition while if 
demand were low, payoffs would tend to favor the D plant addition. 

Assume that the firm’s marketing personnel have attempte to orecas 
alternative levels of potential sales for the product (states of nature in 
Bayesian parlance) and they believe that some levels are more i e y 
occur than others. These alternative levels appear in Figure 1. Subjectiv 
probabilities of occurrence have been assigned to each forecast, t rou & • 
The planner must then consider the payoffs over the whole planning period 
which would be associated with the combination of each plant size an sa 
forecast. These calculations would typically take into account t e 
revenues and costs after certain assumptions have been made on competm 

behavior, pricing, and similar considerations. 

In this example, assume that the payoff (say, in discounte cas 
associated with the conjunction of each alternative course of action an e 
alternative state of nature (potential sales) has been summarize as s o 
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Figure 2 Texcel Problem 

Table 1 Payoff Matrix—Unweighted (Entries-MM 8 ) 


Capacity addition 
strategy 

A 

B 

C 

D 


Sales forecast 


30.8 
28.3 

14.8 
7.3 


21.7 

23.6 

14.2 

6.5 


(-) 


2.2 

8.3 

10.9 

5.1 
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(- 


(- 
(- 
(- 


) 29.3 
) 17.8 
) 9.8 
) 7.2 


Table 2 Originally Weighted Payoff Matrix (Entries-MM $) 


Capacity addition 
strategy 


Sales forecast 


1{P= .06) 2 (P = 43) 3 (P= .36) 4 (P = .15) 


EMV 


A 

B 

C 

D 


1.85 

9.33 

(—) 0.79 

(-) 4.40 

5.99 

1.70 

10.15 

2.99 

(-) 2.67 

12.17 

.89 

6.11 

3.92 

(—) 1.47 

9.45 

.44 

2.80 

1.82 

(—) 1.08 

4.00 




Capacity addition 
strategy 


Sales forecast 


1(P= .25) 


A 

B 

C 

D 


7.70 
7.08 

3.70 
1.83 


2 (P = .25) 

3 (P = .25) 

4 (P = .25) 

EMV 

5.43 

MB 

(-) 0.55 

(-) 7.33 

5.25 

5.90 

2.08 

(-) 4.45 

10.61 

3.55 

2.73 

(-) 2.45 

7.53 

1.63 

1.28 

(—) 1.80 

2.94 
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g y (large plant) would provide the highest payoff. 
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In this example, many other features of the Bayesian approach have been 
omitted. 4 Still, the illustration, though brief, does demonstrate the planner’s 
need to consider alternative environments and their associated probabilities 
of occurrence, flows of revenues and costs, and the use of sensitivity analyses 
to indicate how the profitability of the “best” strategy might behave with 
changes in the assumptions underlying the analysis. 

However, as can readily be imagined, the calculational burden associated 
in dealing with the complexities of actual problems goes considerably beyond 
what is illustrated here. 

IMPLEMENTING BAYESIAN APPROACH 

It is hardly surprising that the use of an electronic computer can assist 
materially in implementing the Bayesian approach as well as in other areas 
of business planning activity. For instance: 

1. The computer can be used in screening possible courses of action. In 
diversification planning, for example, the usual procedure is to set up a list 
of criteria, against which candidate products and/or companies are matched. 
In large-scale programs of this sort, the computer can provide a ready means 
to perform this screening function. 

2. The computer can be used to explore relevant states of nature via 
various types of forecasting models. Not only may the usual techniques of 
regression analysis and related statistical procedures be employed, but also 
forecasting models incorporating various dynamic features can be devised 

and tested retrospectively on the computer. 

3. After various courses of action or states of nature are screened, the 
computer also provides an effective way to implement the Bayesian model. 
For example: 

a. The computer provides the capacity for expeditiously evaluating a 
greater number of courses of action, if relevant to the problem. 

b. The computer may be used to establish the initial payoff functions— 

a not easy calculational task if the planning period is long. 

c. The computer provides a means to perform the desired sensitivity 

calculations after initial outcomes have been determined. 

d. The computer can be used to provide flexible model in which fie 
data can be entered for the calculation of revised probabilities via the 
Bayesian approach. In other words, this model (for example, the computer 

« For instance, “indifference probabilities” could have been computed. These are 
probabilities which would have to be associated with the occurrence o so fJ e . s . 
of nature more favorable to an inferior strategy before that strategy * 

even with strategy B. Also, calculation of the costs of uncertainty (5 • ml 

in this case) could have been illustrated to show the stake involved in a ® CI ®J 

to collect more information before taking terminal action. Moreover, the mo i ca i 

of initial probabilities by using additional data has been omitted as we 1. 
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program) can be established and maintained on a reasonably current basis 
tions steeming from these revisions. 8 mp ca ' 

a? Du pZ T” Z° S Wl “ Ch aPPr0aCh has b “" experimentally 

, omputer assistance has been decidedly useful. 

sir: 

functional area. complexity and importance of his 


5 As an illustration dealing with th* 

York, December, 1961), might be of interest A “ encan Statistical Assn. 


201 Decision Theory and Marketing 
Management 

Robert D. Buzzell and Charles C. Slater 

The authors of this article present, in detail, a case study which shows how a 

firm solved a basic problem of considerable magnitude through the use of some 

of the latest decision theory techniques. 

The term “decision theory” refers to a body of methods by which com¬ 
plex problems of decision under uncertainty can, in effect, be reduced to a 
limited number of simpler problems for purposes of analysis. A more 
specific term for the method recommended here is individual decisionr 
making under risk. 1 By this is meant a formal analysis of decision alterna¬ 
tives and their consequences when the effects of the decision are not known 
with certainty. 

DECISION THEORY APPROACH 

The basic elements of decision making under risk may be summarized 
briefly. 2 A decision maker (person or firm) must choose among several “acts” 
or “strategies” which we denote as A u A 2 ... A n . Each act is a well- 
defined series of actions or procedures; thus, “Act 1” may mean, “Build a 
new retail outlet at X location with 20,000 square feet of floor space”. 
“Act 2” may represent the reverse, “Build no new retail outlet”. Insofar as 
possible, the sets of acts employed in the analysis should include all reason¬ 
able possibilities in a given situation. Experience, judgment, and creativity 
are required to identify the decision possibilities in a marketing problem. 

Choice among the various possible acts is difficult because the con¬ 
sequences of an act depend on certain conditions which cannot be pre¬ 
dicted with certainty. These conditions may be termed “states of nature” 
and designated E lf S 2 ...S m . The “state of nature” concept includes all 
factors which determine the effects of a marketing decision (for example, 

1 Compare Duncan Luce and Howard Raiffa, Games and Decisions (New York : 
lohn Wiley and Sons, Inc., 1957), pp. 12-15. 

2 See Robert Schlaifer, Probability and Statistics for Business Decisions (New York : 
McGraw-Hill Book Co., Inc., 1959); and Luce and Raiffa, same reference as footnote 1. 

Source: From Journal of Marketing, national quarterly publication of the 

American Marketing Association, vol. 26, July, 1962, pp. 7-16. Robert D. Buzzell: 
Assistant Professor, . Graduate School of Business Administration, Harvard 
University, Charles C. Slater : Head of Consumer Marketing Services, Arthur 
D. Little, Inc., Cambridge, Mass. 
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the responses of customers, general business conditions, and competitors’ 

reactions). For example, “State 1” may represent “population in the trading 

area increases 10 per cent in the next five years, and competitors build 

three new stores.” As in the case of decision possibilities, all relevant states 

of nature should be included in the analysis of a decision, so far as possible. 

In a literal sense, of course, this can never be attained, so that “complete” 
optimization is not feasible. 

The states affecting the outcome of a decision may be related to the parti¬ 
cular decision chosen. For example, a decision to use a specific advertising 

A/>A • £ m m gm response by competitors which could not 

occur if a different strategy were selected. Consequently, the relevant “states 

of nature must be identified for each possible act A, although, of course, 
the same states of nature may apply to several or all acts. 

a . f V ' n f 1 is . selected and ^at a given state of nature 
“pavoff” I f! determine the “payoff” to the decision maker. By 
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In most cases involving basic marketing policy problems, however, deter¬ 
mination of probabilities for the relevant “states’' is not so easy. In most 
cases, major policy decisions are not repetitive problems, and past experience 
may provide only a rough and rather ambiguous guide. Nevertheless, even 

very crude approximations of probabilities for the various states affecting a 
decision still are better than none at all. 

The, probabilities assigned to the various states represent the decision 
maker s betting odds” as to the probable responses of customers, com¬ 
petitors, and so forth. Admittedly, it is very difficult to assign odds or pro¬ 
babilities to such events. But even in the most informal kind of decision 
making, this is precisely what managers must do. Any risky decision implies 
some assessment as to what will ensue from the decision. The real differ¬ 
ence between “decision theory” and present management practice is the 
formalization of this “intuitive” process of choosing among various possi¬ 
bilities. While this may not improve the judgment of the individual decision 
maker, it improves his communication with others and facilitates the collec¬ 
tion and analysis of further information. More important, it forces an 
executive to examine his problem in concrete terms, and thus serves as a 
stimulus to more systematic thinking on his part. 

Given the various possibilities, the relevant states of nature and estimates 
of their probabilities of occurrence, and the payoffs for each act given each 
state, some act must be selected as the “best” of those available. Several 
different criteria have been proposed for selection of the “best” or “optimal" 
act, depending in part on whether or not probabilities are assigned to the 
states. The one adopted in this analysis is that of selecting the act with 
the highest expected payoff. The expected payoff of an act is defined as the 

average of its (net) payoffs under all possible states of nature, each weighted 
by its probability of occurrence. 

To illustrate the concept of expected payoff, consider the following simple 
problem. 


Decision Possibilities 


States of nature 


A • 

build a new store 


A 7 : 

do not build 


Probability 
of state 


Si : new subdivision is built $ 1,000,000 0 0.3 

s 2 : new subdivision is not built —500,000 0 0.7 



Here the payoffs, as previously explained, represent dollar profits to the 
decision maker, with future profits discounted to present values. The pro¬ 
babilities are based on management’s assessments of such factors as popu¬ 
lation growth, real estate markets, and zoning. The expected payoff 
of A 2 is obviously zero, since this decision has no payoff regardless of 
what happens. The expected payoff of Ai may be computed as follows: 
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$1,000,000 (0.3)-$500,000 (0.7)=§300,000-350,000=-§50,000 

Under this criterion, then, A 2 should be chosen, and the new store 

should not be built. This is equivalent to saying that the chances of success 
are not good enough to justify the risk. 

The logic of selecting the act with the maximum expected payoff is clear- 

cut in the case of repetitive decisions. Since the decision is repeated over 

and over, w e expect (by definition) the average return per decision to be 

the expected payoff as computed above. Hence, we should select the act 

that produces the highest average payoff per decision and the highest total 
payott in the long run. 

On the other hand, when a decision is to be made only once, the rationale 
thp he exp e c t ed payoff criterion is not so obvious. This criterion leads to 

deriS! , ' 1S1 ° n in thG SenSC ° f yie,din § a decision consistent with the 
n maker s preferences, as summarized in the payoff table. 3 
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Development of Marketing Policies 

stood rr;S mad f L ng POliCieS 0f Wh0lesalc bakers ca " bes * b * under- 
and modification X ° f ^ hlSt ° ncal factors underlying their development 

l^centw^Dudn^th" 8 emer ged during the latter half of the 

Wbution bevond th* 8 ^ i** 10 * 1 ’ 35 commerciaI bakef s expanded their dis- 
a set of marketing' ™ m . ediate neighborhood of their plants, they developed 
grocers. Among ^ Policies geared to the needs of the small independent 

g the more important of these were: 4 

2. Bakers'assumld™ 3 Were . made t0 individual stores. 

3. Retailers cuctn responsiblllt y for returned stale goods. 

4 . Bakers nr 'd *j 3n ! y stocke d several brands. 

ately overstocked shelv*!^^ ^ u ‘ pment ’ stocked displays, and deliber- 

es m order to increase brand exposure. 


rdrr - - 

William G. Panschar 

Illinois; N.„ h '»,sta"2n',:„Xl 


pp. 20-23; also Schlaifer, same 

vol. 1, Economic Development. 
1956), pp. 71-84, 93-99. 
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5. Price competition was abandoned in view of the oligopolistic char¬ 
acter of each retail market. In addition, “flat pricing” became customary; 

that is, each customer was charged the same unit price regardless of quan¬ 
tities purchased or terms of sale. 

These marketing policies, developed for the most part in the early 20th 
century, largely comprise the “rules of the game” in the baking industry 
today. While each policy can be explained as a rational response to market 
conditions prevailing at the time, many of them have become less and less 
appropriate as market conditions changed. The impact of these changes has 

been made all the more severe because of the inhibiting constraints of labor 
unions and competitive retaliation in response to change. 

Responses to Changing Market Conditions 

Wholesale bakers in a given market tend to charge identical or nearly 
identical prices for white bread and other staple bakery products. The ex¬ 
planation lies primarily in the oligopolistic interdependence of the sellers, 
although illegal price-fixing agreements have been discovered or alleged in 
some cases. 5 Unit costs are sensitive to changes in output, since fixed pro¬ 
duction and distribution costs represent a substantial proportion of the 
total cost for modern bakery plants. Declines in sales in some markets have 
had the effect of reducing profits substantially. The response of the larger 
and more efficient competitors has been, in many cases, to raise prices and 
thus hold an “umbrella” over their weaker competitors. Obviously this 
policy has tended to aggravate the problem of shrinking demand by in¬ 
creasing the cost gap between chain bakeries and purchased baked goods. 

An even more important aspect of pricing is the policy of “flat pricing”. 

Typically, no quantity discounts are offered, nor are lower prices available 

for customers who are willing to forego the traditional store delivery and 

display services. But chains and other large buyers feel they are entitled 

to such discounts, and have exerted considerable pressure for them. The 

evidence is clear that substantial potential cost savings are associated with 
large purchases. 

A systems engineering study showed that drivers’ product handling rates 
(units handled per minute of driver time) are directly related to the num¬ 
ber of units delivered per route stop. 6 The handling rate was more than 
50% greater for stops at which 200 units are delivered than for stops at 
which 100 units are delivered. Realized cost savings are not this great, 
since drivers are paid on a commission basis so that improvements in driver 
efficiency are not reflected in lower unit wage costs. Even under the com- 

5 Fori example. Continental Baking Company v. United States , U.S. Court of Appeals 
for the Sixth Circuit, No. 13865 (decided July 18, 1960); Bakers of Washington, Inc., 
et al., FTC Complaint, Docket 8309 (issued March 7, 1961). 

6 Distribution: The Challenge of the Sixties, a report prepared for the American 
Bakers Association (Cambridge, Massachusetts: Arthur D. Little, Inc., March, 1961). 
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mission system, however, substantial savings in unit distribution costs are 

vea \ dr ° P SiZeS ' (ThC Sy$temS en §' neer ing study also re- 
tion f n t c h o a s t ts I, ) mited - Service methods of distribution permit significant reduc- 

Despite evidence that lower costs are associated with quantity sales and 
limited-service distribution methods, most wholesale bakers have resisted 
demands for differential pricing. This resistance is based in part on the 
commission system of compensation typically part of the companies’ union 
agreements. Another factor underlying the resistance to change is the fear 
that doing so would alienate the small outlets which require full service and 
which (it is believed) would resent any preferential treatment for their larger 
competitors even if justified. Also, it is feared that initiation of quantity 

a^vTcZm C °T fi S ? ight ,Cad t0 Ch30tiC pHce com P etitio " unrelated to 
any economic justification. 

voW°. 1 rt al \ bakerS h f e , alS ° reSiSted making private brands for chains or 
ntaries because of fear of being boycotted by independents. As a 

bread"which "““"m T y b3kerS haVe deve,0 P ed "secondary” brands of 

d ffeLce exists “ *’ 0Wer fc prices than thc re Sular brands, although little 

ten a er ^uc a tio e n nOU8h t0 eqU3 ' Chain ' baked brands - and the main result has 
Deen a reduction in average profit for the bakers. 

In summary, wholesale bakers have responded to the twin challenges of 
arge-scale retailing and declining per capita bread consumption by attempt¬ 
ing to maintain the status quo. As output has declined, prices have been 
raised to maintain the profitability of marginal operators. A uniform local 
ystem of pricing and customer services has largely been preserved, despite 
persistent pressures to deviate from it. Territorial expansion has taken 
place with the result of higher unit distribution costs. Apart from the 

have" tended^t °- ^ CStablished marketing system, several specific factors 
have tended to impede a more flexible response. 

and sprvV- 1111 ^- 55 ' 011 S ^ stem driver compensation has discouraged quantity 

.tod ZIT<2T« T °' re,a,ia,i ° n by re,ail pre- 

exSnPP f ea lng more realisticall y with chains. Because of the 

chaotic eX “ SS Capadty ’ bakers have feared a " d sought to avoid the 
were discarded ^ mi§ht enSUe if the traditional ground rules 

ticl^ded^ion" 1 theory a Th'e Whl ? ^ 3rt!de recommends is that of statis- 
marketing policy problem ^ 

decision theory analysis applied 

developed"^ consi °ting" of ^jf 05111011 ’ a “model bakery market” has been 
P , consisting of three competing wholesale bakers, several retail 
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food chains and voluntary groups, and a number of independent food re¬ 
tailers. For obvious reasons, the other possible acts, appropriate states of 
nature, and the payoffs must be identified or estimated for a specific firm. 
Different firms, even in the same local market, might conceive of different 

acts and states, and almost certainly would have different payoffs for a given 
decision and state. 

In the context of this model market, the analysis is directed to the resolu¬ 
tion of a specific decision problem, that of responding to a customer’s 
request for provision of a private brand. Although this analysis is incom¬ 
plete in the sense that we have not traced the full implications of each 

possible decision, suggestions for a continuation of the analysis are made in 
a subsequent section. 

The Model Bakery Market 

The hypothetical bakery market was designed to reflect typical market 
and operating conditions in many metropolitan areas in the United States. 
In this market there are three wholesale bakers, designated as A, B, and C; 
and two chain bakeries, those of the Blue Chain and the Red Chain. Whole¬ 
sale Baker Z, located in a nearby city, is a potential “outside” competitor. 
The customers served by these bakeries are designated as follows: 

Blue, Red, and Green corporate chains 

Retailer cooperatives I and II 

Voluntary chain I 

Independent supermarkets 

Small independent stores 

Sales outside the market to various customers 

The white-pan bread sales of each bakery to each customer are shown in 
Table 1. Bakery A has the dominant market position, with sales of approxi¬ 
mately 400,000 units per week; competitors B and C sell approximately 
250,000 units and 100,000 units, respectively. The two chain bakeries 
produce 250,000 units per week. Thus, the total bread market amounts to 
about 1,000,000 units per week. 

It is assumed that the total market is fixed in the short run and that 
demand is sufficiently inelastic so that it will not be quickly affected by 
baker s marketing decisions. Selling or transfer prices per unit for each 
bakery are also given in Table 1. It is assumed that each bakery follows 
the typical industry policy of “flat pricing”, with no systematic price differ¬ 
entials for quantities purchased or services required. An average difference 
of one cent per loaf in realized price exists in favor of large customers, 

primarily on account of their greater utilization of advertising and other 
allowances. 

The cost structure of Bakeries A, B, and C is shown in Table 2. Operating 
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costs are classified as fixed costs (administration, production, and distribu¬ 
tion), and variable costs (production and distribution). The relationship of 
costs to sales volume is a simple linear one: 

Total Cost = Fixed Cost + Variable Cost per Unit (Output in Units) 

This equation for bakery operating costs provides a reasonably good approxi¬ 
mation to their actual cost structure. 

The assumed fixed and variable costs have been used in Table 2 to com¬ 
pute net profits for each of the three competing wholesale bakers under the 
“initial market conditions’’ of Table 1. For example, Baker A has sales of 
394,000 units per week. This level of sales results in total weekly variable 

costs of $54,474, plus fixed costs of $12,662 per week, or a total cost of 
$67,136. 

Hence, net profit before taxes amounts to sales of $75,410 minus oper¬ 
ating and fixed costs of $67,136 = $8,274. Profits of Bakeries B and C have 
been computed in similar fashion in Table 2. While Tables 1 and 2 present 

simplified picture of revenues and cost, they are accurate enough for the 
illustration. 

Analysis of a Decision 

In the context of the “model bakery market” described in Tables 1 and 2, 
the application of decision theory to a policy problem may now be illus¬ 
trated. In this analysis the viewpoint of Baker B, the second largest whole¬ 
sale baker in the market, is taken. 

Let us assume that the Blue Chain asks Baker B to produce a private 
brand of bread for sale in the Blue Stores. The problem is, how should 


Table 2 Weekly Costs, Sales, and Profits of Competing Wholesale Bakeries 
in “Everytown, U.S.A.” Market 


Sales, cost, or profit 

Baker A 

Baker B 

Baker C 

Fixed cost—baking 

$ 4,310 

$ 3,732 

* 1,384 

Fixed cost—routes 

1,741 

1,429 

559 

Fixed cost—marketing 

2,277 

1,743 

538 

Fixed cost—administration 

4,334 

2,261 

862 

Total fixed costs 

SI 2,662 

S 9,165 

S 3,343 

Variable cost—baking 

$.09641/unit 

$.10545/unit 

S.11053/unit 

Variable cost—routes 

.03072/unit 

.02928/unit 

.03007/unit 

Variable cost—marketing 

.01113/unit 

.01115/unit 

. 01122 /unit 

Total variable cost 

S.13826/unit 

$.14588/unit 

$.15182/unit 

Initial market conditions : 

Sales 

$75,410 

$49,590 

$17,920 

Total cost 

67,136 

46,955 

17,767 

Net profit 

$ 8,274 

$ 2,635 

$ 153 
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Baker B respond to such a request? The decision theory approach may be 
summarized in six “steps” as follows: y 

1. Identification of Different Possibilities. Baker B has at least five different 
asic courses of action open to him, in response to the Blue Chain’s request: 

W I§ T e ? qU6St 1 that iS ’ r6fUSe * outri 8 ht > or delay any response so 
long as it amounts to a refusal. 

A 2 Make a counter-offer to produce a “secondary brand” bread to be sold 
at a lower price than the regular “B Brand” Bread. 

A 3 Reduce price on the regular brand. 

Al Accede to the request of the Blue Chain. 

„„ A . In f “ ute „ " i - vslem “I price differentials based on quantity and service 

law)'be nff y d 3 . er n‘n SUCh priCC d ' ffer entials would necessarily (under the 
f and t0 , a " buyers in ,he m “ k “l b “' i” view ol the Blue Chain 

lower price“i,T ; ,leS ' ' hiS r“' d presumab| y result i" somewhat 

er P nces to blue than to most others. 

the de „ature a rf n ,h 0 . f wS? implies 3 considerable knowledge of 

ot th f ’holesale bread market and the motivations of the cus 

srsSSr SJpMrar«« 

nil ° lllties A*, A„ and A s have little to do with private brands 

Perhaps",'., XptSS*" PreS0, " ed 

to ■JZTZZSZ? m - r ‘- F ° r “ Ch P0SSibilit >’ * Is necessary 
of the decision £ rht S S,ates of nature governing the effect 

p T s s - 

there^are'six ££ « * ““ ^ ““ Cbai "’ P ^t, 

intake, Z^supnief* Ha,ing 3 'oothold 

to Coop I. Ppl,K pr,vate label htead to the Yellow Chain and 

S„ Blue is supplied by Z. but Z fails t„ ge, an, other business 
s” RW “ SU P P " ed ” y local “ew A ol Bakery c 

S„ Blue decides "' 0 ° wait-tuy t decreases Us purchases from B. 

counter-measures, including leduced'displav sra B S Tf' adopts minor 
ance of B’s display stocks d P y pace and less careful mainten- 

In simLfLt: thfptlbtir ad ° Pt f “ y counter-measures, 
ties have been enumerated. Some of thel^ ° f B ’ S dedsi ° n P ossibili ' 
or all of the decision possibilities • h,u 0utC0I f es are common to some 

outcomes depend on the particular’ H — general the rele vant "states” or 

particular decision made by B. The whole range of 
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decisions and outcomes is summarized in Table 3. 

As was suggested in the general discussion of decision theory, the number 
and nature of the outcomes differ for the various decision possibilities, 
since these outcomes consist in part of responses to a particular decision. 
This also implies that the probabilities of the various outcomes differ from 
one possibility to another, even if the possible outcomes themselves are the 


same. 

3. Exploration of Further Possibilities and Outcomes. The analysis of 
the decision process usually cannot stop realistically with a single “round” 
of actions and their outcomes. In order to appraise the consequences of 
each decision possibility, it is necessary to explore the whole chain of effects 
and reactions that would ensue from a given action by Baker B. 


Table 3 Decision Alternatives and Possible Outcomes 


A\ 

ignore request 


A 2 offer 
secondary loaf 


A 3 

reduce price 


A 4 accede 
to request 


As price 
dijff. system 



SI 1 Z supplies 

Blue, Yellow 
and Coop. I. 

S12 Z supplies 

Blue only 

521 (same as Sji) 

522 (same as S12) 

5 3 1 = Si i 

532 = S12 


Ssi = Su 

(Blue rejects 
counter-offer) 

S52 = S12 

S13 A or C 

supplies.Blue 

S23 (same as S13) 

S33 = S13 

— 

S53 = S|3 

Su Blue 

acquires own 
Bakery 

S24 (same as Su) 

S34 = S 14 

— 

— 

Sis Blue waits, 
harrasses B 

S25 (same as S15) 

— 

— 

— 

S i 6 Blue waits 

S26 (same as St 6 ) 

— 

— 

_ 


S27 Blue accepts 
offer ; A and C 
follow suit 

V 

— 




S38 Blue accepts 

offer ; A and C do 
not follow suit 





S39 Blue accepts; 

A and C follow ; 

B retains slight 
advantage 





S33, 10 Blue accepts ; 

A and C follow ; 
market returns to 
original division 






S4, 11 Blue accepts; 

A and C offer 
secondary loaf 





S4, 12 Blue accepts ; 

A and C lower 
prices ; B is 
forced to meet 


" 


— 

S4, is Blue accepts; 

A and C offer 

' 


private labels 
to Yellow and 
Coop. 1 . 

— Ss.u Blue accepts; 

A and C follow 
suit 

— S5, is Blue accepts; 

A and C lower 
prices 
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rr • °s in ,he o " ,co "' « 

win be STSJS ttSFtf££Z£r 

This process can be conceived as a “game” in whirh tho • • 
takes “turns” with „ «.•*• gdme in which the decision maker 

f 0 ?""” 5 ” 

of the st,L or oMeome’s L"'" Ch ° 0ses <" a statistical seose) one 
a new set „ f PoS^'^L^^efS 8 “ 

through a third“a foul.Td^o on-‘b«1f “I ' h<! SeCOnd r0 “" d 

Stt? ^^TjSJsT"- & sz . P'S 

more and more Sj pecuU’’ thC eSt r at6S ° f payoffs and Probabilities become 
probably diminishes rapidly “ * ^ ° f a " a,yzi "S ^ rounds 

ou^r:\~t^rr s for r ch decision and each ^-bie 

sales, costs, and profits " thr ° Ugh the effects °» Baker B's 

FigIie eS l P Cofside a r r , e *’» 

Blue'r'requellfan fnvas’ion '^[TtT ‘ 

market; and legal action against r™^ ^ ^ , Z ’ reta,iatK) n by B in Z’s 

assumed that this chain of events resultsIT rr^^ r f aliation ‘ Tt is 
niche in B’s market. attaining a fairly permanent 

Blue, S< Ye 1 lowfTnd 6 Cc^op° 1°wiII*s^iift"tc^^ 4n S3,eS ’ * is estim ^d that 

This implies a loss of abouf 2000 unitTn^ If f0 ™ er Sa,es t0 

Presents a loss in gross contribution ? f ° r B = 3nd each un * re- 

Hence, B's revenue would be reduced hv 1 m ‘ naa vanable c °st) of $.04412. 

weekly loss is converted to its present v»i u $ 2 ’ 3 °° Per Week ' When this 

10% over a five-year period it i! ’ baSed on a y earI y discount of 

S 688,200. Pen ° d Jt 15 talent to an outright cash loss of 

T_ _ • mm 


outcomes lm have be'eT^mateTafd t[ shot Chain ° f decisions and 

are used, together with the estimated nmh km“ ^ L These esti mates 
deme ——- 
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of estimating payoffs is oversimplified. In practice, two other factors would 
have to be considered: 

a. In addition to the direct effects on revenue and costs, some of the 

outcomes might involve nonmonetary consequences, such as the stigma and 
the inconveniences of litigation. 

Figure 1 Illustrative Analysis of Decision Possibilities and Outcomes — 

B Refuses Blue’s Request (Payoffs in Thousands of Dollars ) 


I REFUSE 


- 73.0 


I I 


Z SUPPLIES BLUE, 
YELLOW. COOP I 

(.05, 


RETALIATE IN 
A' m Z’S MARKET 


-2257 


225.7 


s '|,,, LEGAL ACTION (.39) -688.2 


s', ||2 z WITHDRAWS (.70) -27.5 


^ A ||2 RETAUATE LOCALLY 


S', I 2 | PRICE WAR (.95) 1.554.0 


-1478.9 


s II22 NO PRICE WAR (.05)+52.2 


a' i2| stand pat 


S', 2 ,, PRICE WAR (.05)-1554.0 


12 


Z SUPPLIES BLUE, ONLY 
(05) 


-225.7 


, -304.0 

# RETALIATE IN 
A ' |22 Z’S MARKET 


S| 2,2 NO PR,CE WAR(.95) -238.2 


A 


225.7 


(SAME AS A' (( ) 


A' 


; 2 3 RETAUATE locally , samcasa;|j . 

S/ |311 LOSE BLUE SALES ONLY (.80) -59.1 


1478.9 


131 IGNORE 


13 


A OR C SUPPLIES 
(.05, 


-188.1 


-188.1 




S' |3|2 YELlOW & COOP I GO P.L. (.20) -704.1 


A ,32 SUPPLY COOP I -339.8 


BLUE ACQUIRES BAKERY 


14 


(05) 


•370.5 


IS 


BLUE WAITS, HARASSES B 
(.30) 


-75.0 


16 


BLUE WAITS. NO HARASSMENT 
(-50) 


b. Some of the monetary losses may be so great (for example, the 
sequence A { , Sn, A' U2 , S'n 2 i) that they imply bankruptcy for B. In such 
a case, the loss is really greater in relation to less drastic outcomes than is 
implied by the payoff measures. 

5. Assessment of Probabilities. Now it is necessary to assign probabilities 
to each outcome under each possible decision. As suggested previously, 
this is a very difficult task, but one that must be done at least implicitly in 
every decision of this kind. The assessments shown in Figure 1 are based 
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marked ** ^ " Stlldying the wholesale bakery 

leading bakery eTutivef ^ ^ With — atio - ■» several 

0/ , ExpeCted Pay0ff and Choice °f Optimal Decision 
expend D avoff V1 ?o U Tf ^ their P robabili ties, computation of' the 

This is illustrated in Figure I 60 ' 5 ' 0 " P ° SS ' blhty is a straightforward matter. 

1nH In n tbis ana ' ys u is - il is necess ary to start at the end of each chain of acts 
nd outcomes (the extreme right in Figure 1) and work “backward” to the 

7 “ 1 ded 7 Consider ' ,he pi 

S ' m! Thc ‘" ld " S',,,, is—§688,200 and under 

h!=, the !f P Z p« °' 5 ° “ d »'™' respectively. 

+ 70 (-1,554,000)=-|22wS re P re «M'»8 A',„ is .30 (—$688,200) 

Similarly, the expected payoff for A',,, is—SI 478 Qnn ok,- , A » 

=£jfr 

Figure 1. 3nd S ° ° n h3Ve been e *i™ted and are shown in 

computed 1 ; 6 ZT“* dedsi °" A „ can he 


•05 ( $ 225,700 + .05 (—$225,700) + 


• • • 


.50 (0) = -$ 73,000 


The same procedure has also been followed for A A A a 

has been omitted and onlv th/'t-i 2 i tH ‘ S diagram the second “round” 
The figures were derived houev i 101CeS by B 3nd “ Nature ” are shown - 

offs and probabilities as illustrated’ J A" . ** SeCOnd ' romd W 

Baker" bTsT, the^rfce and'« 2 - SUg ^ tS C,early that the optimal act for 
course, imply that this po l"cJ k T? d ; ff * rentiaI s y stem - This does not, of 
reflects the specific market C o n d S 'nT ** a “ Wh ° leSaIe bakers > since * 
bihty estimates of Baker B which may noth* 1 r ', UCtUre ’ and P a y° ff P r °ba- 
Examination of Figure 2 also eheHe 1 b , a ld ln anot her context, 
wholesale bakers during the nost-wir J* 8 ™ ° n the market behavior of 
of course, has been “A,” a refusal ?he m ° St common response, 

acceptable alternatives While thk P roduce private brands or to offer 
ful, and wholesale baker h l e In l T* h3S been generally “"success- 

that it avoids any of the noss h v 7 * P ° Siti ° n ’ U does hav e the merit 
31 - P ° SS,bly dlsast rous consequences of A s and A, 



Figure 2 Summary of First Round of Decision Possibilities, Outcomes, and 

Payoffs for Wholesale Bakery Private Label Decision (Payoffs in Thousands 
of Dollars) 
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for large customers ,[ ^ay bo! ot e„ r^ 
feared price war ac t nr\cc;ki *. ’ bakery executives have 

The re^i„«”m”e P d 0S b ^cZmis” “ P0,iCy “ “ ° f A ' «■ A. 

(which limits the potential savings of r'°> ^, yStem ° f dnver compensation 
Played a part. mgS ° f hmited service ) have no doubt also 


Vd “ es °f decision Theory Approach 
Among the most important values nf thic i 
problems is that it serves to fomc ntt r ma a PP roach to decision 
^ the present example some of tL l °" the Critical issues involved, 
the analysis are the following; 0 ° ^ qUeSt,0ns that na turally arise from 

customers retahate 6baker s “ pplies chains with private brands, will other 
Permanent '‘ b ° yCOtti " g ” ? * this response 

(| 2. Under what circumstanceTcaf T* can answer this, 

“afford” to acquire its own h.t, ^ f Chain ( ° r C00p or vo| untary chain) 
these conditions can be identified V ? ^ thr ° Ugh backward integration? If 
bility estimates to the outrank “RI T aSS ' gn m ° re meanin S ful Proba- 
better evaluations of its pav off C r 8 f S . own bakery plant”, as well as 
volume needs of Blue Chain mi u a " a ysis and careful assessment of the 
3. If a bakery forestalls n 7 ^ llght °" this ' 

daf y brand in its place, does thisT l TT brand by offerin S a se ™n- 
renewing its request? If a second R h ^ probabili ty of the chain 
centage of former regular J br3nd iS ° ffered for sale - what per- 

the lower-priced brand? How" doef^ ( ^ t,mate consum ers) will shift to 

^ e S: g dS d Sa,eS ' P --ion 0 , e if t a h ; S J e ? Pend °" the ~ and type 

w hjch customers will be^bhTand 0 " . qUantlty and ser vic e are established, 

5. HowXl °" 3Verage reV6nUe « S 6 adVant38e ° f th6m? Wh3t 

For example, does the^introduS'Ln P ° SSlble future courses of action? 

Jo secondary brands have anyeffect “ * 6 m ° re ° r less feasib 'e? 

dependent retailers toward i?7 S f ° n the assum ed “resentment” of in- 

to A ’ th0Ugh th ese questions cannot hi Lwfd Chai " S With private brands ? 

riS“ 

Is ^ feasible to carry om ^ u "°! f ° rmal decision theory is “practical” 
th " use of such an approach^"" ^d ° f marketin g Problems, and does 

13 —on, there are side beStftL e - 
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consuming; however, by preventing a hurried selection of the most obvious 
conclusion, the way is paved to creative thinking in a manner that fosters 
dispassionate communication about the problem. There is a strong proba¬ 
bility that through such an approach research activities necessary for solu¬ 
tion of the problem will be more clearly defined and their application 
explicitly anticipated. 

Finally, the principal advantage of formal decision theory over informal 
executive judgment is implied by the word “formal”. The type of analysis 
illustrated here requires the decision maker to formalize his thinking re¬ 
garding a problem—to structure his judgment and to “put it down in black 
and white”. That this is likely to improve the quality of executive judg¬ 
ment seems self-evident. Whenever a decision must be made and its out¬ 
come is not known with certainty, some informal equivalent of the decision 
theory must be employed. 


V/MAJOR MARKETING STRATEGIES 




21/Product-line Policy 


i. 


Joel Dean 

01 ,he ... 

activity influences a firm's nros C Cntlre et ° nom Y' No othcr sln 8 |c management 
product mix This , P '° Spen,y as much as the planning and shaping of its 
i,s P j u ’ s ar IC e discusses certain economic concepts which can he 
used by management to decide what product-line policy to adopt. 

introduction 


P0 L C Tr y ’ S COnsCious competitive actions have three facets: (I) product 

ot^rrr poiicy ’ and (3) pHcing ^ p, ° duct p^y c 0m ma.,d S 

deLn? if rr aI att r tl0n ’ f beCaUSe 0f ,apid chan ®* ip ^"°<ogy and 
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The term “product-line” will be used here in a broad sense to include 
all the products manufactured by the firm. The term can be used in a 
narrower sense to refer to groups of products that are related either on the 
marketing side as being complements or substitutes or on the production side 
as being made from the same materials or by similar processes. 

In a dynamic economy, where product monopolies are characteristically 
transient and where product development is a major facet of competitive 
riva ry, economically sound decisions on additions to the company’s product 
coverage are obviously of great importance. Three important problems 
encountered by top management in formulating policy on adding new products 
a,e * scouting out potential product additions, (2) appraising these 
proposals and making the product selection, and (3) launching each new 
product venture in a way that gives it a maximum chance of success. 

The first, development of a flow of promising proposals for candidate 
additions to the company’s product-line, is fundamental to sound product 
additions. For many companies product research is the main instrument. 
Others license new product inventions or buy them directly from independent 
inventors and corporate research departments or through professional 
product-finders . Product proposals also come from customers, from the 

company s marketing staff, from small companies that want to sell out, and 
from independent inventors. 

The third top management problem—launching the new venture—involves 
questions of refinement of the product design, selection of market targets, 
methods of distribution, pricing the new product, and making capital expendi¬ 
tures for production and marketing facilities. 

Top management’s second problem—the appraisal of candidate product 
additions—is the central concern of this article. Even in large, well-managed 
companies the methods used in selecting product additions leave much to 
be desired. A survey of the experience of two hundred leading packaged- 
goods manufacturers in the post-war development of new products revealed 
that only 20 f per cent of the products put on the market actually turned out 
to be money-makers. 2 For most of these products, expectations had been 
far too optimistic. This dismal experience showed that product innovation 
required more careful selection and more deliberate planning than these 
companies had anticipated. A rich mixture of market research, product 
testing, adequate financial resources, and persistence was needed. 

II. POLICY PROPOSALS 

Management needs a rational routine for this appraisal in the form of a 
set of criteria to guide its analysis. In this section we consider what questions 

2 “The Introduction of New Products,” a survey made by Ross Federal Research 
Corporation, for Peter Hilton, Inc. 
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management should ask and what criteria it should establish. The discus- 

product : \ a) Stan f dards of prospective profits from the candidate 

of acceptlh lirv nf a product-line strategy; and (c) specific criteria 

oi acceptability of new products. 

(a) Standards of Profitability 

Usually the most important question about a new product is its prospec¬ 
tive profitably. If the sole objective of the enterprise were to maximize 
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common, the alternative is to use resources on some other product, the 
alternatives return sets the standard of minimum incremental profits. 

For more durable additions to the product-line, short-run marginal cost 
is not the correct concept for estimating the added profitability of the new 
product. The adoption of a new product carries with it explicitly or tacitly 
the commitment to stay with the new venture at least until it has had a 
fair trial, and possibly longer. Additions to common costs that are often 
unforeseen at the time of the introduction of the new product are likely to 
occur, so that the businessman’s rule of thumb of loading on the new 
product its full share of common overhead is often the most appropriate 
method after all. 3 

2. Form of Profit Standard. In order to compare the profitability of 
alternative uses of facilities, profit standards must be stated in a form that 
is relevant for ranking them. What form should a profit estimate take— 
unit margins, return on investment, aggregate dollar profits? The most 
general form is the total dollar income over the whole life of the product 
minus the total outlay to produce it. But in cases where the new product 
is a permanent addition, it may be easier to measure the profit return per 
unit of some fixed, bottleneck factor of production absorbed by the new 
product. Such a bottleneck factor might be executive time, machine time, 
or materials (c.g., steel during the post-war period of shortage and private 
rationing by producers). In the most usual case it is strictly limited funds 
for capital outlay on the new product (e.g., those available from retained 
earnings). In this case, return on incremental investment is the best measure. 
This form of profit measures the income-producing efficiency of the product 
relative to alternative uses. 4 

3. Measuring Profit Prospects. The major problem in estimating profit¬ 
ability is to make decent projections of revenues and costs. Ideally, these 
should cover the expected life-span of the product; in practice, three 
to five years is the limit of visibility. Forecasts of demand and costs are 
extremely speculative for new products; indeed, they are much more so 
than many firms realize. In explaining the failure of new products, the 
two hundred companies mentioned at the beginning of this section put 
particular emphasis on (a) inadequate market research and ( b ) under¬ 
estimated selling-cost requirements. 

The hardest cost estimates to make are estimates of development and 
selling expenses. Pressure to get the product onto the market may cut 

3 The experience of many business organizations is that new products added to mon 
up overhead actually produce new overheads and, in addition, incur untraceable costs, 
such as added drain on executive time and energy. These costs make their incremental 
profits quite different from those indicated by short-run marginal cost estimates. 

4 In the extreme case, where all resources are idle and there is just one candidate 
product which itself cannot absorb any resource completely, the rate-of-return form is 
inapplicable, since efficiency is not a consideration in production. 
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run purposes in product diversity. Although strategy is usually focused on 

profits in the long run and is confined by economic limitations, it is also affected 

by the technical abilities and personal preferences of management. It is a 

position consciously taken to simplify decision-making at crucial points. 

Presumably, under an enterprise system, the purpose of strategy is to make 

money, in the long run at least. Yet, as we have seen, this is not the whole 

story. In a going concern, product-line strategy usually has historical roots— 

sometimes in the company’s original purposes but often later in a basic merger 
or an empire-builder’s dream. 

Companies with no clear product-line strategy have been conspicuously 

i grown in spite of the seeming lack of 

inship among the products of the merging companies. Other companies 

say that they have a product-line policy, although they are simply 

rationalizing a product that grew without pattern. Yet considerable evidence 

indicates that many well-managed, mature, multiproduct enterprises do have 

a ogical product-line that serves as a real guide to action, as is demonstrated 

y both product surgery and acquisitions that are consonant with announced 
product policies. 

A few examples will show the general character of product-line strategy. 

A leading electrical manufacturer conceives of its broad product-line policy 
as a beneficent circle. Its apparatus line generates and transmits electricity; 
its industrial products and its lamps and home appliances build up the 
demand for power and help lower the public utility companies’ costs; as a 
result, the price of current is reduced and the demand for its industrial 
apparatus to produce more current is expanded. 

A large producer of insulating materials views its product-line strategy 
in terms of a complete coverage of the full thermal range, with adequate 
alternatives throughout the range. The company wants to be considered 
a specialist in insulation, able to deal with any insulation problem impar¬ 
tially. It assumes that if it sells various alternative devices itself, customers 
will rely on it to select the most effective technique or material for their 
particular uses. The product-line is an implement for selling a complete 
insulation service. 

Product-lines are sometimes conceived in terms of a framework of know¬ 
how. Thus one company views its know-how as essentially paper-making 
techniques. The pivotal machine converts wet pulp into dry, flat products. 

The company refuses to add products that depart significantly from this 
framework of know-how (e.g., products that involve intricate metal stamping 
or assembly operations). A leading automobile manufacturer looks upon 
its product-line as essentially motive-power units and incidentally produces 
the bodies and wheels that use the power. Chemical companies sometimes 
conceive their productdine boundaries in terms of the equipment and 
processes that have been peculiar to the chemical industry. But the constant 
stream of discoveries in by-products and methods has recently made these 
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borders quite elastic. Chemical companies have been led toward textile 

and paper processes, and oil companies into chemical industry research 
and processes. 

Sometimes product-line strategy is strictly defensive. One of the building 

material companies, for example, has in the last twenty years been guided 

in its product acquisitions by the broad line of building materials offered 

by the two giants in the industry, whose coverage of building materials was 

formerly far more comprehensive than the company’s own. This policy was 

in part ased on the belief that basic distribution economies were possible 

in selling a broad and related line of products all handled bv the building 
materials dealer. b 

The outer limits of a product-line (like the outer limits of an industry) 
are typically framed in terms of common raw materials, production 
processes, distribution channels, or final uses. These criteria—which are 
alternative and occasionally contradictory-are often less fundamental for 
determ,n.ng product-line strategy than are the competitive relationships in 
terms of tactics for increasing profits and rivals’ reactions to these tactics 

cnmn C .°. nSldera - IOnS ° f P roduct - line strategy reflect technical as well as 
competitwe imutat.ons on management. They thus become the groundwork 

for that nebulous but real part of the company-“grand strategy.” 

(c) Acceptance Criteria for New Products 

Because estimates of probable profits from new products have wide 
margins of error and cannot be projected far into the future, and because 
maximizing financial profits is not the only strategic objective of the com- 
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tional value, this interrelation is a primary criterion of acceptable product 
additions. 

What are the kinds of demand relationships between the candidate pro¬ 
duct and the existing product that will improve its chances of success? 
Two kinds may be distinguished: the new product may be a substitute, or 
it may be a complement. Rigorously speaking, the distinction may be framed 
in terms of cross-elasticity of demand. The candidate product is a substitute 
if its sales fall when the price of an existing product is reduced (other things 
equal). If its sales gain, then it is a complement. 

There are various kinds of substitute relationships in demand that favor 
admission of the candidate product. Sometimes the new product, by extend¬ 
ing the range of coverage, acts as a hedge against uncertainties and shifts 
in consumer demand. The garment industry provides many examples of 
product diversity to reduce risks that stem from buyers’ ignorance and style 
change. Addition of paper, glass, and plastic containers to the product-line 
of manufacturers of tin cans is probably partly a hedge against a revolution 
in container materials. Another type has to do with innovations. The accept¬ 
ance of a new product which makes obsolete the company’s existing product 
is justifiable, primarily because obsolescence is inevitable. The present would 
be displaced by new ones in any event—by competitors, if not by the com¬ 
pany itself. 

Complementarity is the other general kind of demand relationship that 
is important in testing product additions. Typically, the question is whether 
the new product can fit into the pattern of demand so that the company s 
name established by the present products can help to sell the new one. 
In a sense, this condition shows excess capacity in advertising. Occasional y, 
another type of complementarity exists when a spectacular new pro uct 
adds prestige to the existing line. Closely related to the promotional assistance 
of a new product, and more fundamental and common in most business, is 
the ability of a new product to make the present product-line either operate 
or sell better. Thus the addition of fine-grain film to the product-line of a 
camera manufacturer who sold high-speed lenses brought out the full useful¬ 
ness of the high-speed lens. 5 

A second demand characteristic is the entity of the product group as a 
whole. The promotional advantages of a full line often make the whole 
greater than the sum of its parts. The tactical advantage of a full line of 
sizes, grades, and supplementary products in getting good dealers and in 
merchandising high-margin specialities makes this kind of interrelationship 
of demand a commonly used basis for product-line policy. Some would go 

5 Accessories and extras, particularly in the early days of the automobile industry, 
served both as promotional balloons and as functional improvements. For examp e, 
the roof of the 1905 Stanley Steamer was an extra, and the self-starter remained an 

extra for most cars for years. 
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so far as to deny the validity of analyzing sales performance for any individual 
member of a product group, because each member contributes to the sales 
and profits of the other members and because the economic unit of mer¬ 
chandising activities is the whole group of products. 

A “full line” may be defined as the broadest coverage of related products 
successfully sold by a rival manufacturer. This concept brings out the defen¬ 
sive nature of a full line policy. By carrying a broad product-line (relative 
to rivals), a manufacturer has advantages in getting good dealers and in 
efficiently aiding in their merchandising activities by training, co-operative 
advertising, and “point-of-sale” materials. Consequently, whether the candi¬ 
date product is needed to match a competitor’s breadth of line is an important 
criterion. 

2. Distinctive Know-how. Sometimes the determining consideration in 
making product-line decisions is that new products must make use of the 
company’s distinctive and almost personal source of differential advantage. 
An example is the M.W. Kellogg Company, which sells engineering skill in 
the design of giant processing equipment for chemical and petroleum indus¬ 
tries. Fabrication and construction are carried on but are subsidiary to the 
principal product—technical pioneering skill. One of the company’s product¬ 
line specifications is that products must fully utilize this asset and must be 
suitable vehicles for the sale of this service. 

One of the large electrical manufacturers uses this same test in an indirect 
fashion. Only products that are highly engineered and that call for intricate 
manufacture and assembly methods are regarded as suitable, partly because 
the market that is developed for such products will be protected from easy 
invasion by these know-how requirements. 

Sometimes the distinctive asset is research power. It is a fairly 
conscious policy of one of the large chemical companies to choose only 
those new products that have been developed by its product research 
organization and that are distinctive enough in both chemical and manu¬ 
facturing requirements to be protected for some time to come. The counter¬ 
part of this policy is to abandon products when they have degenerated to the 
status of commonly produced commodities. The company advances to new 

monopoly positions as fast as economic progress wears down the walls 
of the old. 

For many companies, research capacity and experience is the major phase of 

its distinctive know-how. In such a case an admissibility standard should be 

framed in terms of whether the candidate product is susceptible to the kind of 

improvement that will put the research capacity of the company to its highest 
and noblest use. 

Another test that may fall into this category is the volume potential test. 
Many large companies scorn product additions that would meet other tests but 
that do not promise a sufficiently large volume of sales to use the powers of 
a large company fully or to overcome its disadvantages of inflexibility. They 
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look upon small-volume new products as requiring an organization that is quicker 
on its feet than a large company can expect to be. 6 

3. Common Production Facilities. The requirement that the candidate 
product use existing or highly similar production facilities is a widely used test 
of admissibility. When applied strictly to the use of existing facilities, it 
depends on economies of mopping up excess capacity, which are short-lived. 
Hence, to this extent, the test has perils of using short-run incremental cost 
when long-run increments are involved. 

When the test is framed in terms of requiring similar production facilities, 
it does not run these risks, since it is not then short-run in concept. In this 
form it bears a close resemblance to the test of distinctive know-how. Similar 
production facilities are, in large part, a monopoly return on specialized know¬ 
ledge and concentrated effort. 

Most product additions fall somewhere between the extremes of idle capacity 
and familiar production methods. They normally make use of unused capacity of 
some facilities, at least common overheads, but often require additional facilities 
that, though different, have much in common with those for existing products. 

4. Common Distribution Channels. Another popular test of the admissibility 
of a new product is that it must permit effective marketing through the same 
distribution facilities used by the company’s existing products. In economic 
terms this criterion is sometimes used to mop up unused capacity. More often, 
the economies result from savings of specialization or of large scale. 7 

The test is most applicable when the company has a single or a clearly domi¬ 
nant distribution mechanism. A company whose only channel is direct sales 
to retail stationers might require that a new product be the kind that could 
be handled by stationery stores and sold by the sales force that serves them. 
Manufacturers’ post-war experience with new products travelling through un¬ 
familiar distribution channels and requiring a different sales organization was, 
on the whole, quite disappointing. 

Even though a product meets this distribution test, there are limits to the 
number and variety of products that can be efficiently sold by a salesman if he 

is to be more than a mere order-taker. 

Sometimes the selling power rests on no more than a blanket brand name. 
Products that can be sold compatibly under a well-known company label are 
sometimes added even though they are sold through different channels and 
require a specialized sales force. 

f - A systematic search for products developed by large research organizations whose 
volume prospects were too small for the developing company to commercialize was made 
recently by an outfit which has shown considerable success in developing fairly diverse 
small businesses. Professional “product-finders” also prospect here for their 5 per cents. 

7 A special case of distribution mechanism economies are the savings of carload mixed- 
shipment rates for products that come under common freight classifications. T is 
economy has been an important one in inducing building materials manufacturers to 

broaden their product lines. 
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In addition to savings of specialization and scale, established marketing 
organizations of salesmen and distributors constitute a source of monopoly ad¬ 
vantage. Frequently the dealer organization is the company’s most valuable and 
hardest to duplicate asset. Development of adequate distribution is sometimes 
a major barrier to entry. Hence the selection of products that will most happily 

utilize this facet of monopoly power is an important element in successful pro- 
duct-line development . 8 


5. Common Raw Materials. Many companies look for product additions that 
use the same basic raw material or its by-products. The rubber industry’s 
product-lines exemplify the application of this test. A company with extensive 
asbestos mining properties has directed its product research toward developing 
new products that will use not only asbestos but also the short fibers and other 
wastes that are left after the regular asbestos products have been manufactured. 

The economic rationale for this test rests on two points: First, the basic 
source of raw material is controlled by the company (e.g., asbestos mines or 
bauxite deposits); the addition of products that use the common raw material 
may help develop the market for that material. They can also put the company in 
a position to exploit differentials between the prices of raw materials and finished 
products. Second, important savings result from intimate familiarity with intri¬ 
cate processing methods. For this reason the petroleum companies rely heavily 
upon the common-material test. 


6 . Benefits to Present Product-Line. The foregoing tests depend largely on 
the contributions that existing products and facilities can make to candidate 
new products. This “benefits” test, in contrast, asks what the new product can 
o er to existing products. Contributions through interrelationship to demand 
nave already been mentioned; contributions through experience in new types 
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equipment. 


(d) Dropping Old Products 

The problem of determining what products should be dropped is, in genera, 
the converse of the problem of selecting products for additions. There are, never¬ 
theless, certain differences. 

Broadly speaking, when a product’s profit or sales behavior is absolutely or 
relatively unsatisfactory, there are four choices: (1) improve the present opera¬ 
tion and keep the product; (2) keep on making it but sell it in bulk for others 
to market; (3) keep on selling it but buy it from others who can produce it 
more advantageously; and (4) stop manufacturing it and stop selling it. 

The first three are outside our present discussion. The criteria for eliminat¬ 
ing a product altogether are substantially the opposite of those for product 
additions. One approach, therefore, is to screen products that look sick enough 
to be candidates for deletion through the same kinds of suitability tests dis¬ 
cussed above. Another approach is to appraise the product in terms of profits 
and sales results, such as whether it is slipping in market share, whether it 
accounts for a trifling percentage of the company’s sales, and whether its net 
or incremental profits are satisfactory as compared with other products or 
with products that might be produced if it were eliminated. A product that 
fails the suitability tests and also shows up badly in profit results is more 
clearly a candidate for total elimination than one that is inherently suitab e 


but temporarily sick. 

In applying the profit tests, a distinction must be made between the long-ru 
and the short-run profits. Products that show comparatively low or negative n 
profits may still have incremental profits, that is, they may ma e con n i u 

to general overheads that would not be made if the pio uct were ° ' 

sort of short-run consideration can lead to serious errors if it is projected to 
far into the future. Presumably, the growth of more profitable products should 
soak up the excess capacity that produces these incremental profits, and the 
continual stream of candidate products may in the long run produce a greater 
contribution to overheads than the old product that is retained because of its 


incremental showing. . 

The main economic difference between dropping and adding a product is. 

of course, sunk costs. Deletions that are decided upon solely on the basis ot 
net profit, with no consideration given to the fact that costs are sunk, can e 
to short-run losses. But, again, it may be that this is a more valid criterion 
than it appears to the economist, because executive time squandered on the 
squeaky wheel and on passed-up opportunities to substitute new and better pro¬ 
ducts over-balances the sunk-cost element. 


TIL SUMMARY 

1. Product-line composition is a major facet of modern competition, and 
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company’s achievements in new and improved products are an important test 
of its social contribution. 

2. An underlying reason for adding a new product to the line is that it utilizes 
excess capacity. Broadly conceived, excess capacity occurs when it would cost 
the multiple-product firm less to make and sell the new product than it would 
cost a new company set up to produce only that product. Vertical integration 
and research also promote multiple-product lines. 

3. Prospective profitability, in the narrow, cash-return sense, is a key consi¬ 
deration in the selection of product-line additions. The relevant concept is incre¬ 
mental profits over the probable life-cycle of the candidate product. Some 
standard of adequate incremental return is needed for this profitability test. 
Ideally, it should be the firm’s market cost of new capital with allowance for 
special risks. In practice, different standards are used, including some average 
of the company’s past return, return from the best alternative investment, or 
some arbitrary profits goal. 

4. Product-line strategy is a semi-independent consideration, though pre¬ 
sumably the purpose of strategy is to make money in the long run. Strategic 
considerations reflect personal, technical, and competitive limitations on the 
range of product diversity. This policy short cut may center on putting the 
firm’s distinctive strength to its highest and noblest use. 

5. How the candidate product’s demand dovetails with that of existing pro¬ 
ducts is an important selection criterion. Complementary or substitute rela¬ 
tionships or the tactical advantages of a full line underlie the more conventional 
test of common distribution channels. 

6 . A candidate product which is made from common raw materials, uses 

existing production facilities, and/or can be effectively sold through the same 

sales organization is likely to mop up excess capacity and use the company’s 
distinctive know-how. 

7. The problem of deciding on what products to drop is the converse of 
a ing products, except that long-run cost functions are not reversible and 
that specialized capital is not perfectly mobile. Hence the possibility of salvag¬ 
ing product-line mistakes by partial retreat should be explored before consider¬ 
ing total elimination. 



221A Method For Making Product- 
Combination Decisions 

Robert K. Jaedicke 

An important part of any product policy is a set of criteria governing product deci¬ 
sions. First, there are the criteria which reflect company capabilities. Second, the 
alternative investment opportunities available to the company must be consi¬ 
dered. This article describes and illustrates the value of using the incremental 
profit concept in evaluating product ideas. 

The manager of any business firm faces at least three important classes of 
decisions. They are (1) how to produce ; (2) how much to produce ; and if 
more than one product is involved, (3) what combination of pro¬ 
ducts to produce. The first class of decisions involves the problem of choos¬ 
ing that combination of men and equipment which will produce a given 
quantity of output at the least cost. The second class of decisions has to do 
with the choice of the most profitable quantity of output to produce and sell. 
Inherent in the output decision is the third class of decisions, what combina¬ 
tion of products should be produced and sold. 

Product-combination decisions constitute a very broad and important group. 
Such decisions range from whether to make or to buy a part or subassembly 
to the best allocation of floor space among departments of a department store. 
Yet, as important as this type of decision is to the firm manager, if he were 
to turn to existing accounting techniques and to accounting literature for a 
complete and definitive answer, he would probably be quite disappointed. 
The purpose of this article is to set forth a sound approach to product-com¬ 
bination problems which might be used as a basis for managerial decision 

making. 

THE CONTRIBUTION-MARGIN APPROACH 

The contribution-margin of a unit of product is defined as the 
excess of the selling price over the variable costs of producing and 
selling the product. Variable costs are those costs which will change in 
total as a result of changes in output. However, the variable cost per unit 
is assumed by the accountant to be constant. Hence, the contribution margin, 
with a given selling price, is also constant per unit of product. The total 

source : From Business News Notes, A Publication of the School of Business 
Administration, University of Minnesota, No. 38, April, 1958, pp. 1-4. Robert 
Jaedicke : Associate Professor of Accounting, Stanford University. 
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contribution margin for any accounting period, however, depends on the 
number of units sold. The assumption that the variable costs and the contri¬ 
bution margin are constant per unit is probably valid as long as the firm 
produces within the normal operating range. Once the normal operating 
range is exceeded, the variable costs per unit may increase as the number of 
units increases. This same qualification also applies to the unit selling price 
If the number of units sold is to be increased by any significant amount, the 
selling price per unit will undoubtedly have to be decreased. 

The contribution margin concept is an attempt to focus the attention of 
management on variable costs rather than full costs. The contention is that 
e contribution margin per unit is more significant for decision making than 
e net profit per unit. The latter would be computed by deducting fixed 
costs from the contribution margin. This approach would be used primarily 

" n " n lr :: po “ ing: «*•»*» by 

ment or other subd.visions of the company. The form of the aggregate 

income statement sent to the stock-holders and creditors need not be affected 
by the contribution-margin concept. 

T rtS 3re Submitted t0 ma ^gement on the conventional or 
full-cost basis, the income statement would appear as shown in Figure 1 This 

3de Partment store with three departments. 

J“'. C0St f u Gc \° ds S ° !d consists of the Purchase price of the goods sold 
ogether with adjustments for freight costs, etc. Assume that Selling Ex¬ 
penses represent sales commissions, which are 5% of sales, and Administra- 


FIGURE 1 

Income Statement By Departments 
For The Year 195X 



Sales 

Cost of Goods Sold 

Gross Margin 

Other Expenses: 

Selling Expenses 
Administrative Expenses 

Total Other Expenses 
Net Profit or Loss 


Totals D epartment 1 Department 2 Department 3 


SI 00,000 
80,000 


S 50,000 
45,000 


$ 20,000 8 5,000 


8 5,000 
6,000 

8 11,000 
S 9,000 


$ 2,500 
3,000 

S 5,500 
S (500) 



S30,000 

25,000 

8 5,000 


S 1,500 
1,800 

S 3,300 
8 1,700 


820,000 

10,000 

810,000 


8 1,000 
1,200 

S 2,200 
8 7,800 


!s V alfocaSd e L a ? h rental CharSe °" thC buiIding - The rent ’ 3,thou g h Axed, 

department. de P artm ents as a percentage of the sales volume of each 

ha J h " ;° nVe r ti0nal inC ° mC St3tement by departments, as given in Figure 1, 
serious limitations ,f the data are to be used in decision making The 
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Gross Margin, for example, cannot be used as a measure of departmental pro¬ 
fitability because there may be variable expenses of operating a department 
other than the cost of the goods sold. Also, in a manufacturing firm, some 
fixed costs may be included in Cost of Goods Sold. In a retailing operation, 
this criticism may not apply. The net profit has limited usefulness because 
of the allocation of fixed expenses to the departments. Referring to Figure 1, 
it may be unwise to eliminate Department 1, which operates at a $500 loss, 
because the over-all profit of the store will be decreased if the building rent 
is a fixed cost. 

Limitations in the conventional income statement, such as those mentioned 
above, have set the stage for the contribution margin approach. This ap¬ 
proach concentrates the attention of management on sales, variable costs, and 
the contribution margin rather than emphasizing the departmental gross 
margin and net profit. A contribution margin income statement by depart¬ 
ments using the same data as given above is shown in Figure 2. 

The justification for this type of report is that in planning decisions regard¬ 
ing the object of costing (in this example the object of costing is the depart¬ 
ment) the pertinent cost is the variable cost rather than the total cost. Fixed 
cost, therefore, is not distributed to the departments but is reported as a 
total for the entire operation. In a question regarding the proper combination 
of departments, the contribution margin rather than the net profit of each 
department is considered to be the important figure. Thus , each department 
is judged by its ability to contribute a margin toward fixed cost and profit. 
The major criticism of this presentation by most businessmen and accountants 


FIGURE 2 


Contribution Margin Income Statement By Departments 

For The Year 195X 


Totals Department 1 Department 2 Department 3 


$100,000 $50,000 


Sales 

Variable Costs : 

Cost of Goods Sold 
Selling Expenses 

Total Variable Costs 
Contribution Margin 
Fixed Costs : 


$ 80,000 

$45,000 

5,000 

2,500 

S 85,000 

S47,500 

S 15,000 

$ 2,500 


$30,000 

$20,000 

$25,000 

$10,000 

1,500 

1,000 

$26,500 

$11,000 

$3,500 

$ 9,000 


Administrative Expenses S 6,000 



is that, in the long run, fixed costs must be covered and therefore deserve 
proper consideration. This criticism will be examined later in 
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PROFIT-VOLUME ANALYSIS 

The contribution margin approach, as outlined above, forms the basis for 
profit-volume analysis. This can best be described by discussing the profit- 
volume graph (Figure 3). As has been pointed out, the variable cost and the 
contribution margin per unit are assumed to be constant. The ratio of the 
contribution margin to the selling price is called the profit-volume ratio. This 
ratio, when expressed as a percentage and multiplied by the dollar sales, will 
give the total contribution margin at that particular level of sales. 

In Figure 3, sales in dollars are plotted 
along the horizontal axis. The vertical 
axis is used to plot dollars of profit and 
loss and the fixed costs. Line Z repre¬ 
sents the relationship between sales and 
profit when the fixed costs are $30 and 
the profit-volume ratio is 15%. The 
profit-volume ratio will be 15% if the 
unit of product sells for $1 and the 
variable costs of producing and selling 
the unit are 85 $ . With this set of 
data, the contribution margin per unit 
would be 15% (15/100). 

Profit and loss are read from the Y 
axis. For example, at sales of $300 the 

profit is $15; at sales of $100 the loss is $15; the loss at zero sales is $30, the 
amount of the fixed costs. The point at which line Z intersects the sales axis 
($200) gives sales at the breakeven point: namely, the point of no profit or 
loss. Sales at the breakeven point can be computed by dividing the fixed 
costs by the profit-volume ratio. The explanation for this computation is as 

follows: 

L The profit-volume ratio gives the percentage of each sales dollar that can 
be used to cover fixed costs. 

2- Breakeven sales give the level of sales at which fixed costs are covered: 
that is, the level of sales where the contribution margin is equal to the fixed 

costs. 

3. Therefore, breakeven sales can be computed by dividing the fixed costs 

y the percentage of each sales dollar available to cover the fixed costs: 
namely, the profit-volume ratio. 

advantages of profit-volume analysis 

Profit-volume analysis has proved to be helpful in demonstrating the effects 
°f a change in product-combinations. Therefore, it has been used primarily 
to report the effects of a change rather than to decide what the proper combi- 


PfOftl 
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nation of products should be. The reporting advantages will be examined 
first, and the decision-making advantages will be discussed later. 

Assume that a company sells two products, A and B, whose selling prices, 
variable costs, etc. are given below: 


Product 

A 

B 

Selling Price Per Uoit 

$10 

$8 

Variable Costs Per Unit 

$ 7 

$3 

Contribution Margin Per Unit 

S 3 

$5 


Fixed costs in total--$40,000. 


If the two products are sold in the ratio of 2 B to 1 A, the profit-volume ratio 
for the product “package” is computed as follows : 

Sales 

1 A @ $10 $10 

2 B @ $ 8 16 $26 

Variable Costs 

1 A @ $7 $ 7 

2 B @ $3 6 $13 

Contribution Margin $13 

Profit-Volume Ratio : S13/S26 or 50% 


For this sales mix, the profit-volume relationship is shown graphically (line 
X) in Figure 4. If the sales of the firm are currently $120,000 per year, profit 
is $20,000 provided the sales mix remains 2 to 1 in favor of product B. Assume, 
however, that during the following year the firm’s sales increase to $140,000, 


Profit 
SiOOr 

80 


60 


but profit actually decreases because of 
a change in sales mix from 2 B to 1 
A to 2 A to 1 B. Also, assume that 
everything else remains the same ; that 
is, there is no change in selling prices 
or costs. The new profit-volume ratio 
is computed below, and the new profit- 
volume relationship is shown graphically 
by line Y in Figure 4. 

With fixed costs of $40,000, the new 
breakeven sales are $102,500 compared 
with $80,000 under the previous sales 
mix. Although actual sales have in¬ 
creased to $140,000, profit is decreased 

from $20,000 to $14,600 ($140,000 X . . 

39%—$40,000). The decrease in profit is caused by a change in sales mix m 

favor of product A which has a lower profit-volume ratio than product 



120 140/166 T^o 
154 
Soles 


lOO 

Loss ond 
Fined Cos* 


Figure 4 




A METHOD FOR MAKING PRODUCT-COMBINATION DECISIONS 


265 


Sales 


2 A @ $10 


1 B @ $ 8 

Variable Costs 

2 A @ $7 
1 B @ S3 


$20 

8 


$28 


$14 

3 


$17 


Contribution Margin Sll 

Profit-Volume Ratio : 811/S28 or 39% 

The profit-volume graph illustrates this situation quite effectively. The 
decrease in the profit-volume ratio (for the new product package) is shown 
by a decrease in the slope of the profit line. Also, if the $20,000 profit line 
is extended to line Y, the level of sales necessary to produce the same absolute 
dollar profit under the new sales mix is shown to be about $154,000. 

The primary advantage of the contribution-margin income statement and 
t e profit-volume graph in reporting the results of operations stems from the 
regrouping of the variables which affect profit. In the conventional profit 
report, fixed costs are merged in several accounts while in profit-volume 
reporting the fixed costs are reported in total. In contribution margin 
reports, the selling price of the product, the variable costs, and the sales mix 
are considered as a package ; hence, all three variables must be considered in 
exp aining profit changes. If profits change as the result of a change in the 
pro t-volume ratio, the manager knows immediately which variables he must 
investigate in order to explain the change. Furthermore, he need not waste 
ime oo ing at the level of the fixed costs ; if there is a change in fixed costs, 

1 wi e apparent immediately simply by glancing at the graph or the income 

statement. 


DECISION-MAKING ADVANTAGES AND LIMITATIONS 


e P ro P°nents of contribution-margin analysis claim various dccision- 
ma mg advantages for this tool. For example, it is pointed out that variable 
costs might b a e used in pricing the product particularly in a “dumping” situa- 
l0n ; S° me writers even say that variable costs may be used for regular 
Pncing decisions if a markup is added which will cover a portion of the fixed 
C0S s an< ^ a satisfactory profit margin. 

At this point, a storm of protest is usually forthcoming, primarily from 
usinessmen who point out that the fixed costs must be considered in pricing 
I e product. Many people view the allocation of fixed costs among the units 
as the only 4 safe” approach to cost-plus pricing. The fear is that if variable 
cost information is given to the sales personnel, the price actually quoted will 

gradually slip down so close to the variable cost that in the long run the sales 
revenue will not cover the fixed costs 
34 
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Turning now to product-combination decisions, what are the advantages and 
limitations of contribution-margin and profit-volume analysis ? First of all, 
it must be recognized that the prices of the products are assumed to be given. 
Hence, the question is, with given prices, what product mix should be 
adopted ? Actually, product-combination decisions are much broader than 
the above question indicates. When a firm is deciding whether to make or to 
buy a particular subassembly or part, the problem involved is essentially one 
of product-combinations. Furthermore, the entire realm of distribution or 
marketing decisions consists essentially of product-combination problems. 
For example, the question of the proper combination of sales territories or 
customer classes is very similar to the question of what combination of pro¬ 
ducts should be produced and sold. The same general approach should be 
used for all of the above-mentioned problems. The desirability of a custo¬ 
mer class, like the desirability of a shoe department, should be judged on the 
basis of its contribution to the over-all operation. 

For illustrative purposes, the example given above will be used in the 
following discussion. The firm sells two products, A and B, whose prices 
are $10 and $8 whose variable costs are $7 and $3 respectively. If the con¬ 
tribution margin approach is used to determine the best combination of 
products, the fixed costs of $40,000 will not be allocated to the two products. 
Fixed costs, although necessary for the operation of the firm, will not change 
as a result of choosing various combinations of products. The decision to 
be made is one of choosing the best use of the firm’s facilities. Those costs 
which do not change no matter what use is chosen are irrelevant. 

For any given level of dollar sales, the best combination of products is that 
combination which will give the highest contribution margin. With t is 

restriction on sales, the choice can be made by looking at the P rofi *"™ 
ratio for each different sales mix. Thus, if sales are estimated at $200,00 
for the coming year, the firm will make more profit if the sales mix is 2 to 1 
in favor of product B than if the mix is 2 to 1 in favor of product A. The 
following calculation supports this conclusion. 

Product Mix 

Dollar Sales 
Profit-Volume Ratio 
Contribution Margin 
Fixed Costs 
Net Profit 

However, if the sales restriction is dropped, it is not safe t0 c ° ncl “ de ^ 

2 B for 1 A is a better combination of products than 2 A for B. n 
words, the problem of product mix cannot be solved in every situation y 

using only the profit-volume ratio. 



2 B-l A 


2 A-l B 


$ 200,000 

50% 

$ 100,000 
S 40,000 
$ 60,000 


$ 200,000 

39% 

$ 78,000 
$ 40,000 
$ 38,000 
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If the products are examined individually the profit-volume ratio for A is 
30% ($10-$7/$10) and for B is 62.5% ($8-$3/$8). It may appear, therefore, 
that product B is the most profitable product and thus should be pushed by 
the firm. However, such a conclusion overlooks one very important principle 
of profit maximization—in order to maximize profits the firm must maximize 
the rate of return with respect to the scarce operating factor. The contri¬ 
bution margin is the proper measure of the rate of return for each product, 
but a statement of the scarce factor is not a part of the contribution margin 
approach. Hence, the method is incomplete. More information is needed 
in order to use this approach in product-combination decisions. 

Assume that the scarce factor in this case is production time ; that is, the 
firm can sell more units of A or B than it can produce at the present level of 
capacity. In such a situation, even though product B has the highest contri¬ 
bution margin and profit-volume ratio, product A may still be the more pro¬ 
fitable product. This may be the case if product A takes less production 
time than product B. For example, assume that it takes only 1 man-hour 
to produce a unit of A and 4 man-hours to produce a unit of B. If the capacity 
of the plant is 200,000 man-hours per year, profit would be maximized by 
producing only product A. The following calculation brings out this point : 


" Product 

A 

B 

Units of Production Possible 

200,000 

50,000 

Contribution Margin (200,000x$3) 

S600,000 


( 50,000x85) 


8250,000 

Fixed Costs 

S 40,000 

S 40,000 

Profit 

S560.000 

8210,000 


In this example, the scarce factor is production time. Actually, the scarce 
or limiting factor depends on the situation. In choosing the size of depart¬ 
ments within a department store, the scarce factor may be floor space or the 
necessary capital investment. Using the contribution margin as a measure 
0 t e rate of return, the pertinent computation is the contribution margin as 
re ated to the scarce factor, e.g. the contribution margin per hour of produc- 
ion time, per square foot of floor space, per dollar of capital invested, etc. 
11 t . e ^ a ^. 0Ve exam ple, product A is more profitable than product B since the 

a n ^ l i^° n mar 8 in P er hour of production time is $3($3/l hour) for product 
A and $1.25 ($5/4 hours) for product B. 

factor C ? ntr ^ ut *°. n " mar ^ n approach combined with a statement of the scarce 
nrob^ ° ^ roc * uc ^ on ls a us ^ful approach foe solving product-combination 
relat^ 8 P ro ^ ta t>ility of the unit can be judged by its rate of return as 
beca 6 **° Scarce ^ actor * To criticize the contribution margin approach 

stead^Th ^ ° Ve . rlooks fixed costs > as is sometimes done, is not justified. In- 
of its* f Cr ^ c * sm should be that this approach may be incomplete because 
ai ure to consider properly the scarce operating factor. 
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Actually, allocation of fixed costs to products may give an indication of the 
relative profitability of each of the products if the allocation is based on the 
scarce factor. For example, if the scarce factor is 200,000 man-hours of 
production time and the fixed costs are $200,000, a charge of $1 per hour might 
be allocated to each product. The relative profitability of the two products 
can be calculated as follows: 


Product 

A 

B 

Contribution Margin Per Unit 

S3 

S5 

Hours of Production Time Per Unit 

1 

4 

Fixed Cost Per Unit 

SI 

S4 

Profit Per Unit 

S2 

si 


This solution does not hold in every case however; thus, this procedure 
may be very misleading. For example, when the fixed costs are only $40,000, 
the charge based on 200,000 man-hours is 20 <f per hour and product B ap¬ 
pears more profitable than product A—$2.80 profit for A as compared with 
$4.20 for B. Hence, in this case the allocation of fixed costs leads to a wrong 
conclusion. The reason for allocating fixed costs is to convert the scarce 
factor to dollars. However, unless the fixed cost rate is sufficiently high, 
the procedure is invalid. The reason is that the value of an hour of produc¬ 
tion time depends on the contribution margin per hour of the respective 
products. There is no logical reason why the fixed costs per hour should be 
any indication of the value of an hour of production time. 

The contribution-margin approach for choosing product-combinations may 
appear to be applicable only to short-run problems. This, however, is not 
the case. In the long run, the firm may face decisions which involve expan¬ 
sion of facilities. Such an expansion might involve additional capital invest¬ 
ment and the question of what area or part of the firm should be expanded. 
For maximum profit, the department which should be given the additional 
floor space is the one which will give the highest contribution margin pei 
additional square foot of floor space. Likewise, if the firm is choosing new 
sales territories as part of a market expansion program, the territory chosen 
first should be the one which will give the highest contribution margin as 
related to the scarce factor—which in this case might be capital invested or 
hours of salesman’s time. Hence, the contribution-margin approach is useful 
not only for decisions regarding the best use of existing facilities but also for 
decisions involving an expansion of existing facilities. 

CONCLUSIONS 

In approaching the problem of product combinations, fixed costs should 
be ignored. Even if the fixed costs increase, the most profitable product mix 
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will not be changed. The pertinent information regarding each product, depart¬ 
ment, sales territory, customer class, etc. is the contribution margin. This 
requires a knowledge of selling prices and variable costs. However it is also 
necessary to have a statement of the scarce operating factor. The’profitabi- 
hty of each product can then be judged by relating the contribution margin 

It mav ITih t fa t C h° r fi T1 ! e mf0rmat,0n rec i uired ™y be difficult to compute. 
y b , th l hC firm faces man y alternatives, and an estimate of each may 

give a better sJr r ’ * ^ eStimate ° f thC Pertinent info ™ a tion should 
8 i i!i b , Ctter Solutlon th an various shortcut methods which use readilv 
available but meaningless data. y 
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23 / Top Management’s Stake 
in the Product Life Cycle 

Arch Patton 

Most products have a life cycle. Knowledge of the stages in the cycle and the 
implications of each will help management to alter its strategies over time thereby 
obtaining greater profits. 

It is relatively easy for top management to recognize the profit implications 
of price reductions, design changes, product obsolescence, and other of the 
more obvious competitive weapons where a particular product is concerned. 
But executives have been slower to grasp the importance of a product’s posi¬ 
tion in its life cycle as a basis for planning the strategy of profitable product 
exploitation. Too often their attention is focused on day-to-day competitive 
situations, or company-wide problems, rather than on the opportunities to 
advantageously shape a product’s destiny that result from trends inherent in 
its life cycle. 

The life cycle of a product has many points of similarity with the human 
life cycle ; the product is born, grows lustily, attains a dynamic maturity, 
then enters its declining years. Like the human, a product that has not built 
up its potential during the formative years is likely to be relatively unsuccess¬ 
ful in its maturity. And just as each of us must manage our financial 
resources during maturity to take advantage of opportunities or protect our¬ 
selves against adversity, so executives who control the destiny of a product 
must optimize their use of capital resources in the latter stages of the product 

life cycle. 

There are critical differences between the product and the human life cycle. 
Every person has an average life expectancy his allotted three score years 
and ten”. But the life expectancy of a product varies widely. When a dress 
designer creates the “sack” style, he probably expects that it will have little 
more than a year of life ; the design of a Chippendale chair may be “good” 
for generations. Aspirin is still aspirin after 65 years, but jet-prop engines 
were virtually obsolete by the time they came off the drawing board. 

Although man has fruitlessly sought the elixir that will extend his own 
span on this planet, product life cycles—or phases of the cycle—have been 
lengthened or shortened by a variety of causes. When patents on the tube- 

source : From The Management Review, a publication of the American Manage¬ 
ment Association, vol. 48, June, 1959, pp. 9-14, 67-71, Arch Patton. Principal an 
Director, McKinsey & Company, Inc. 
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less tire did not stand up in court, the product moved through the introduc¬ 
tory and growth stages to maturity in less than four years. The automobile 
industry lengthened its maturity period immeasurably by what has come to 
be called “planned style obsolescence,” which made automobilies a symbol 
of success rather than a means of transportation. (The auto industry’s short- 
cycle model change based largely on styling has been tried in other industries 
with relatively less success. Perhaps if TV sets, refrigerators, and washing 
machines were parked in our driveways, the result might have been different). 

THE LIFE CYCLE CONCEPT 

Essentially, the product life cycle concept is a simple one. It has three key 
elements: (1) Products move through the cycle of introduction, growth, 
maturity, and decline at varying speeds; (2) unit profits climb sharply in the 
growth phase and start to decline because of competitive pressures during 

Profit-Volume Relationships in the Product Life Cycle 



Introduction Growth Maturity Decline 

the maturity phase, while volume continues to rise ; and (3) the functional 
emphasis required for successful product exploitation—engineering and re¬ 
search, manufacturing, marketing, and financial control—changes from phase 
to phase in the cycle as shifts occur in the economics of profitability. 

At the risk of oversimplifying the life cycle concept, the chart on this page 
gives a view of the profit and volume relationships occurring in each phase of 
the cycle. The losses of the early introductory phase give way to soaring unit 
profit margins during the growth phase. Profits turn down—while volume 

continues to expand—in maturity, and both slump during the decline, or 
obsolescence, phase. 
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These profit-volume shifts, in turn, lead to changes in the relative import- 
ance of the various functions within a company from phase to phase. This is 
probably best described by a brief review of the distinguishing environmental 
characteristics in each segment of the product life cycle. 

# 

The Introductory Phase 

The critical ingredient here is research or engineering skill in product 
development. However, skill in testing and launching the product ranks 
high as a factor in its ultimate success. Many a “better mousetrap” never saw 
the light of day because consumers did not know which door to beat a path 
lo. Normally, losses are heavy in this period, for volume is too small to yield 
profit in the face of high promotional costs. 

The Growth Phase 

The product having survived the introductory phase, the problem becomes 
one of getting a workable version on the market in sufficient volume to secure 
a brand franchise. This is of special importance for a consumer product, 
which must build acceptance at the distribution, retail, and consumer levels. 

Thus manufacturing becomes the key function. Many products have died 
in the growth phase because engineering or research tinkered with product 
design so long that competitors pre-empted the market by the time production 
got under way. Indeed, there is evidence that, under certain market condi¬ 
tions, volume is more important than product quality at this stage. The 
consumer apparently will accept uneven quality in a product’s early growth 
period if he wants the product and has little basis for comparison between 
products. However, it must be added that the extent to which a product 
provides real consumer satisfaction at this stage largely establishes the quality 
climate in which the product will live in later stages of its life cycle. 

This is a period of high and sharply rising profits for manufacturer, distri¬ 
butor, and retailer. Risks can be accepted that would be disastrous in a more 
competitive era, for soaring demand covers a multitude of sins involving hasty 
or ill-considered actions. 

At some point in the growth phase, marketing decisions of great future im¬ 
portance are made. For example, agreeing to market the product through a 
specific distribution channel, or to sell only to the “quality” market, may 
become important restrictions on product maneuverability in the next, or 
maturity, phase. 

The Maturity Phase 

As volume rises and the market becomes increasingly saturated, marketing 
steps to the center of the stage. Generally speaking, at this point all competi¬ 
tive products are reliable and there is less and less to choose between them. 
Improvements in the product tend to be small, with “selling features or style 
changes dominant. 
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Profit margins begin to slip during this phase, despite rising volume. This 
results from each agency in the distribution process—starting with the 
retailer, moving back to the distributor, and finally reaching the manufac¬ 
turer giving up some profit in an effort to maintain or increase volume. This 
may take the form of one link in the chain absorbing costs that normally are 
borne by another (distributors handling credit and financing for retailers 
maufacturers consigning stock to distributors), or taking over the functions of 
the other (as when manufacturers set up branches to replace distributors or 
retail outlets to bypass both distributors and retailers). 

Often overlooked in assessing product distribution costs at this juncture 
are the costs beyond the manufacturer’s sales force-the profit margins of 
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emphasis in a product’s decline—and in the late maturity phase--thus becomes 
one of “managing” product expenditures to optimize the return on each 
dollar of cost. 

The product can no longer afford a marketing, or manufacturing, or 
engineering-oriented management. It cannot afford, for instance, to have 
the engineering department spend 90 per cent of its development budget on 
marginal improvements with little consumer attraction; or to have a manu¬ 
facturing department “under run” a seasonal product 30 per cent to protect 
itself against being overstocked at the year end ; or to have a sales depart¬ 
ment overestimate product requirements by 20 per cent to ensure prompt 
delivery. 

Each of the above decisions (they actually occurred) appeared reasonable 
to the functionally oriented executives who made them, and, had the products 
involved been in the growth phase, the chances are good that these errors in 
judgment would have been buried under the rising tide of demand. How¬ 
ever, each of the products faced the severe price pressures of late maturity, 
and company profits were sharply reduced by these unilateral decisions. 

As the necessity for “managing” the exploitation of a product grows more 
acute, financial controls become increasingly important. So do the skill, 
resourcefulness, and courage of the financial executive. He becomes, in effect, 
the chief of staff to the executive with over-all profit responsibility, who 
alone has the authority to insist that functional executives develop a coordi¬ 
nated program to optimize product profitability. 

So functional control comes full cycle in the decline phase. The executive 
with over-all responsibility saw to it that the product was successfully intro¬ 
duced ; then he yielded a measure of influence to the manufacturing and 
marketing executive as the cycle unfolded, only to reassert his authority in 

the final phase. 

SOME BIG QUESTIONS 

There are those who believe that so many exceptions can be found to the 
product life cycle that it has questionable validity. They point out, for 
example, that many products of venerable vintage—such as steel, brick, coal, 
cement, bread, copper, shoes, and window glass—fluctuate with the economy 
rather than conforming to the traditional product life-cycle pattern. Similarly, 
a broad range of consumer and specialty items appears to be impervious to 
the normal life-cycle pressures. These include such products as drugs, patent 
medicines, branded packaged foods, printing presses, roller window shades, 

drill presses, saws, bicycles, and the like. 

Some products appear to be less subject to price competition at maturity 
than others for reasons that are not always readily explainable. One segmen 
of this fortunate group consists of relatively low-priced products with p easure 
or health-giving properties that people have come to belive in an ave 
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little basis for judging. Products of this type are generally bought emotion¬ 
ally, frequently from habit or simply liking the product, as distinct from pur¬ 
chases that are made after a more or less judicious comparison of the merits 
of competing products. 

The whole range of proprietary and ethical medicines, and certain pro¬ 
prietary specialties—Angostura Bitters and Hershey chocolate, for example- 
fall in this category. Another segment includes a large group of products 
that so dominate the market that their manufacturers are in a position to 
exercise great influence, if not actual control, over prices. 

Durable consumer products, which are more subject to price competition 
than emotionally bought consumer items, appear to have certain life-cycle 
advantages over products bought by industry. These largely reflect the fran¬ 
chise that a refrigerator, or shoe, or furniture manufacturer has at both the 
retail and consumer level. The new producer of a durable consumer item 
(radio, refrigerator) faces the costly prospect of building brand acceptance 
among retailers and consumers, even with a vastly improved or new product. 
Industry’s hard-headed purchasing agents, on the other hand, are willing to 
buy a new product—or drop an old one—in short order if the reason is de¬ 
monstrable. With less emotion involved in the buying decision, the advant¬ 
age of innovation is quickly lost in an industrial product. Imitators often are 
ready, willing, and able to copy a successful new development, and buyers 

will frequently accept the ’’copy” on the basis of relatively minor price deli¬ 
very, or service advantages. 

Much of the doubt about the validity of the life-cycle concept appears to 
stem from two basic sources: the economics of the production-distribution 
process, and the definition of what constitutes a new product. 

For instance, anthracite coal does not exhibit the price weaknesses 
associated with a product in its decline phase. Yet domestic output of 
anthracite has been cut 50 per cent during the past 15 years as a result of 
the competitive inroads made by oil and gas. The reason coal prices did 
not decline, of course, lies in rising union-controlled labor rates and the failure 
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cess. Patents, a limited number of producers willing to live and let live 
heavy brand-advertising expenditures, and a dominant market share b^ 
single producer-all help a product negate the facts of the life-cycle 

o ever, the most complex element to untangle in understanding the life- 
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cycle concept involves the question: What is a new product ? For example, 
are stereo records a new product or simply an improved variation of the con¬ 
ventional monophonic record ? How about the steam iron versus the dry 
iron ? Or filter cigarettes versus the original nonfilters ? Or fluorescent 
versus incandescent lamps ? Or color television versus black and white TV ? 

The difficulty of determining under what conditions a new product moves 
into its own cycle and when it is a variation of an old product that merely 
fluctuates around the life-cycle of the “mother” product is a major factor in 
doubts regarding the product life-cycle. 

There appear to be few universally recognized characteristics distinguishing 
the new product from an improved variation of an old one. Indeed, examina¬ 
tion of a good many products indicates there may be several degrees of 
“newness”. 

1. The unquestionably new product —Stereo records show all the signs of 
a new product at introduction: high price, severe performance problems, 
spotty distribution, and the like. As another example, the transistor does 
certain things better than radio tubes, and at a lower cost. 

2. The partially new product —The steam iron satisfies a consumer need— 
for dampening fabric—that the original dry iron cannot. However, the steam 
iron can do everything the dry iron does, hence competes as a general-use iron 
with the latter. Another example might be the portable radio, which does 
everything the table radio does and, in addition, can be readily carried about. 
The key here appears to be a product that extends the market, but also 
competes with the old product. 

3. The major product change —Basic technological changes may yield a 
new product that becomes a mature product virtually overnight by simply 
replacing the old product. LP records and tubeless tires are cases in point. 
The principal manufacturers switched from the old to the new product so 
quickly that the new product had virtually no life-cycle of its own. 

4. The minor product change— Power steering, remote-control TV tuning, 
and the like may give the product a short-term competitive edge, but they do 

not alter the life-cycle pattern of the product. 

These examples indicate that a new product can reasonably be described in 

these terms: 


A new product is a product that opens up an entirely new market, replaces an exist¬ 
ing product, or significantly broadens the market for an existing product. 

Since there are many marginal situations where-even with the advantage 
of hindsight—it is difficult to distinguish the new product from the variations 
in an old one, there is obviously considerable risk of error in assessing the u ure 
of an existing product. For many years prior to the war, foi examp e, te ep o 
installations fluctuated with building construction and the economic eye e * 
telephone showed every characteristic of a mature pioduct urin 0 
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decades. Yet in the post-war years, telephone installations zoomed and far 
outstripped new construction. 

Why? The answer lies in a change in the promotional philosophy of the 
telephone company after the war. The gaily colored phones, the advertising 
about the use of these phones in the den, kitchen, and so on, contributed 
to an upward push that renewed the growth pattern of what appeared to 
have become a mature product. 

ECONOMIC FORCES AT WORK 

Some industries have found it essential to count on relatively short life- 
cycles for their products. Ethical drug and packaged cereal manufacturers 
discovered that sales of new products normally enter a declining phase in 
three to five years. Therefore, if product-development programs are not 
planned around this short life-cycle, company profits become unrealistically 
high for a short period and then slump drastically. 

A patent-protected product may stay in the high-margin growth phase for 

years after an unpatented item of identical vintage has been subjected to 

profit-slashing price competition in its maturity phase. When the Ronson 

lighter patents expired a few years ago, the product switched from what 

appeared to be its growth phase to a highly competitive maturity phase 
virtually overnight. 

Fundamental economic forces are constantly at work changing the life- 
cycle pattern of products. For example, the farm market is in the process 
of a major shift from small operators who look at farming as a way of life 
to large farmer businessmen (and even farm corporations). Such a move is 
likely to mean that the distribution mechanism for selling the farm market 
will tend toward fewer and larger outlets. This, in turn, may well speed up 
the life-cycle of farm products as the more aggressive manufacturers sense 
the opportunity to gain an advantage by stepping up the tempo of marketing 
change and product development. 

This would not be the first time that imaginative engineering has shortened 
the life-cycle of existing products by finding new approaches to better serve 
customers within industries facing basic changes in their profit climate. Not 
too many years ago the design of a printing press, or a steam generator, or a 
machine tool, or a paper-making machine changed relatively infrequently. 

Today, competitive engineering is forcing constant change in the life-cycle 
pattern of such products. 

Studies of the product life-cycle face the problem that the four major 
phases of the cycle do not divide themselves into clean-cut compartments. 
At any given point in time, a product may appear to have attained maturity 
when actually it has merely reached a temporary plateau in the growth phase 
prior to its next big upsurge, or an economic recession can give a growth- 
destined product temporary symptoms of maturity. This means that it is 
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frequently difficult to judge with accuracy the phase of the cycle in which 
the product currently finds itself.... 

VALUE OF THE CONCEPT 

Despite the many unanswered questions, the life-cycle concept has proved 
to be a sound planning tool when properly used. An appliance manufacturer 
was considering an expensive advertising and promotional campaign 
designed to create a “quality image” for its product. A survey showed that 
this particular appliance was in the late maturity phase of the life-cycle. 
Competition was keen, and the company’s product had spotty distribution 
(rarely in “quality” outlets); it was considered a “price” item by retailers, and 
recent models had had serious performance deficiencies. If this product had 
been in the growth phase, attempting to change a “price” image into a 
“quality” image might have been practical. The fact that this product was 
in the maturity phase, however, argued that, in the short term, funds could 
be used to better advantage in other directions. The reason, of course, was 
that both the consumer and retailer image of this and competing products 
had “hardened”. Any material change in this image would require a huge 
advertising and promotional expenditure over many years—and years were 
too long to wait for improvement. 

Another manufacturer was considering eliminating wholly-owned branches 
in large cities because they were losing money. However, the product was 
a mature one, and field surveys indicated that gaining tight control of retail 
distribution in big cities was essential to maintaining volume. This pointed 
to the need for more , not fewer, branches, and led to a careful investigation 
of the whole distribution process. It was found that (1) company-owned 
branches had consistently captured a higher market share than the best 
independent distributors, (2) the manufacturing profit on branch volume 
easily offset branch losses, and (3) in spite of branch losses or break-even 
results, the company was generating substantially greater profits in branch 
markets than distributor markets having similar potentials—enough to make 
the return on large branch investments very attractive. In this case, a major 
decision was reversed because the life-cycle position of the product forced a 

more intensive study of the problem. 

The life-cycle concept has been valuable in planning the future product 
exploitation strategy of many companies. For example, General Motors’ early 
decision that a strong dealer organization was essential to its future success 
gave this company an important competitive edge as the automobile attained 
maturity. The decision of companies like Stewart-Warner, CBS, Raytheon, 
and Stromberg-Carlson to withdraw from television set production early in 
this product’s maturity phase points to their recognition that life-cycle 

pressures were working against them. 

On the other hand, many companies have made decisions damaging to 
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their product’s position in the market, indicating that they did not fully 
understand the forces at work at various stages in the product’s life-cycle. 
Servel decided to switch distribution of its gas refrigerators from local gas 
companies to the more typical distributor-dealer channels during the pro¬ 
duct’s maturity phase. The loss of sales momentum at this critical juncture 
in the gas refrigerator’s life-cycle is regarded as an important factor in the 
company’s ultimate withdrawal from refrigerator production. 

PROFITS AND PERSONNEL 

To be sure, much remains to be learned about the economics of the pro¬ 
duct life-cycle. But studies to date have shown that two critical management 
areas are best understood in terms of this cycle : (1) product profitability, 
and (2) the personnel requirements of product management. 

Product Profitability 

The fact that product profits are greatly influenced by their life-cycle posi¬ 
tion points to the wisdom of taking this into account in product-exploitation 
strategy. Great risks can be taken in the growth phase. Indeed, time is so 
critical at this juncture that such risks often must be accepted. However, 
a careful husbanding of resources is essential in the later maturity phase, 
when profit margins are so low that losses become very difficult to recoup! 

Underlying any discussion of the product life-cycle is the pressing need for 
management effort to insure the generation of new products to provide 
stability of company profits. This is particularly vital in industries where 
product life-cycles are characteristically short. The role of the research and 
development functions and the strategy of merger cannot be underestimated 
as elements in long-term profitability—or even survival. 


Personnel Strategy 

The perspective that the life-cycle concept provides top management in 
the development of executive personnel can greatly influence company profits. 
When General Motors chose Harlow Curtice as its chief executive in 1953, 
the directors’ action undoubtedly reflected the maturity of the automobile 
itself and the need for a strong marketing executive. 

The shifting of the functional job skills that are required in the several 

phases of the product life-cycle makes it possible for top management to 

assess future personnel needs with some accuracy. Research and engineering 

are the key in the introductory phase, manufacturing in the growth phase, 

marketing in the maturity phase, and financial and over-all management 
judgment in the decline phase. 

However, since phases of individual product life-cycles are constantly 
changing and usually overlap phases of other products, there is evidence that 
a balanced group of functional executives is of prime importance. Companies 
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dominated by engineering, manufacturing, marketing, or financial executives 
seem to have problems in other phases of the cycle or in managing a group 
of products in different life-cycle stages. A fast growing chemical company, 
dominated by research-oriented executives, discovered to its surprise that 
several key products were in the late maturity phase and were not being 
effectively marketed. Top management considered theirs to be a “growth” 
business—which, in general, it was—but had not faced up to the problems 
of the mature products in their line. 

The need for a balanced group of functional executives is attested to by 
the expanding product line of the average company. This means that more 
and more individual products are likely to be in different phases of the life- 
cycle at a given point. For example, the major TV producers also sell radios 
and high-fidelity equipment. Each of these products is in a different phase 
of the life-cycle: hi-fi is rapidly growing, TV is at maturity, and table radios 
are close to the decline phase. Thus each has different problems and oppor¬ 
tunities and requires executives with somewhat different talents. 

In the long run, since all products get older and the maturity and decline 
phases constitute the longest portion of the life-cycle, a growing demand for 
executives who can accept full profit responsibility is clearly forecast. How 
these men are to be identified and trained is one of the problems that many 
companies, with an eye on the life-cycle of their products, are wrestling 
with today. 



241 Design of the Marketing Program 
for a New Product 

G. T. Borcherdt 

Designing the marketing program for a new product is a profoundly important 
area in the life of any company. New product failures are extremely costly. 
The author of this article delineates specific factors to be considered in designing 
an integrated marketing program for a new plastic product. 


Before Retting into the aspects of designing a marketing program for a new 
product, I thought it might be well for me to give you a little background about 
the kind of business in which we are engaged in the Polychemicals Depart¬ 
ment of Du Pont. This may help you understand why I’ll be somewhat vague 
in some areas that perhaps are of major concern to you, and on the other 
hand, appear to go overboard in considering some of the finer points related 
to our problems, not necessarily of great concern to you. I hope, however, 
t at I adequately touch on the significant points because my main objective 

in this presentation is to relate them in a fashion that describes an integrated 
program. 6 

0ur „ P ° lydlCmicals Department manufactures and markets “Zerone” and 
Zerex” anti-freeze, a wide range of agricultural chemicals and various bulk 
chemicals such as adipic acid, methyl alcohol, and ammonia. On the plastics 
side, we are heavily involved in the polythylene business, in fluorocarbon 
polymers, and a variety of nylon and acrylic plastics resins. We produce 
some semi-finished forms as well as finished forms of plastic products. 

or this discussion I have chosen the plastics area for considering the 
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Figure 1 

Typical flow of plastic product 

extent of this split, the over-all product involvement can be P r ° found > y 

influenced, because, as you well know, consumer goods purchases and c p i 

goods purchases can be and very often are markedly out of phase. ^ 
flagged this in the diagram by whfchV is med, 'whereas the ingredient 

portion ^f the consumer item flows beyond this point. Although not shown 

Lrthfvar ^manufacture. In this connection I have 

shown items produced by the customers, and their customers in turn, flowing 
back to the basic manufacturer of the product. This, I feel, can be a very 
important point to recognize inasmuch as valuable information can be 
obtained within your organization as to performance of items made from your 
products. You will find as I go along, that recognition of factors involved in 

the distribution through the stages indicated on this chart become P™ cip 
points in my discussion, in particular the end-use factors involved. Also the 
factors shown on the left-hand side of the chat, involving product,ieve'or 
ment needs become important to recognize in the over-all design 
marketing program as these factors relate to the market developmen s gm 

of the program. 
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Figure 2 

History of growth of plastic resin 


Since I have selected a new plastic product for the discussion, let’s take a 
look at what’s been happening to plastics. Figure 2 shows the history of 
growth of plastics resins. This is an arithmetic scale in which the quantity 
in pounds for 1956 was a little over four billion and in dollars about two 
billion. Now, some pretty learned gents did a little projecting back in 1942, 



Figure 3 

Base factors in design of marketing program for the new product 
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and look what they came up with. How wrong can you be by relying on his¬ 
torical trend projections ? The point which I want to emphasize here—and 
as a matter of fact this is the heart of my whole presentation—is that in de¬ 
signing our program we must consider primarily what it is that can be 
achieved as a result of bringing this product on the market, rather than simply 
transcribing what has happened in the past to other materials that we have 
chosen to call plastics. I think you will find that the approach constitutes 
fundamentally the application of straightforward common sense, although 
there are undoubtedly some pretty knotty problems to face in development of 
the various components of the program and what can be achieved by it. 

To set the stage, I have shown in Figure 3 the basic factors to be consi¬ 
dered. Obviously, it is necessary to predict quantity of sales we feel we can 
realize as time goes on. The key factors in achieving these will be how we 
expect to deploy our effort in the marketing program—and resulting from 
this, whether or not it is worth while. In other words, can we predict an 
attractive profit position in relation to the effort required ? 

Let’s assume we have a candidate new plastic resin and tackle the job of 
setting the stage for decision on commercialization. Naturally, the first 
question we ask as the new plastic emerges from the test tube is “what’s it 
good for ?” So, in Figure 4, I’ve shown a quantity bar which describes, and 

Entcnl id wnJcP> product 
Is technicolly suttoWe to os* 



Figure 4 

Size of market possibilities 



I emphasize the word “describes,” the extent to which the product is tech 
nically suitable for use. Or more simply, what can you make out o 
how much would be required if you made these things out of it ? In g 
this we must consider specific end-uses, and since we are considering wheft 

or not it is worthwhile to commercialize the product, the size 

for these end-uses must be built up. Since our tools for doing this are 
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statistical data available from government and trade association sources and 
the like, it is inevitable that a first broad cut will fall into typical industry 
categories of the type I have shown on the left-hand side of the bar. Now, 
of course, if we don’t build up much of a bar here, it is unlikely that we 
should be faced with designing a marketing program. 



Figure 5 

Size of market possibilities 


We are undoubtedly going to be competing in many of the end-use areas 
with other materials either now being used or, though not yet on the market, 
also technically suitable. And so, we immediately start matching this new 
product against these other materials to judge where the new product will 
do a better job. In Figure 5 I have added, therefore, a second bar depicting 
the extent to which the product is technically preferable for use. Now I 
want to emphasize at this point that we have not yet come to grips with the 
costs associated with the use of the product. We’re just trying to find out 
where, because of its end-use properties, it will do the best job. You will 
notice I ve dropped out some of the end-uses in two areas, the automotive 
and the construction areas, as a possible typical situation faced with a new 
plastic resin. Thus, it may be possible to use it for a structural part, but if 
you really had your choice, and cost was not a factor, you would prefer to 
stick with steel or concrete, or possibly even wood. Now, I think this second 

ar with the data backing it up is a pretty important piece of information to 

have around. It , s an important guide to indicate incentive for doing research 

and development to overcome cost barriers involved in the use of the product. 

U tells you what could be fair game for sales efforts in the event that you 
could do something about costs. 

But we haven’t considered costs yet and we still have a way to go in making 
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up our minds as to what we should be able to do in the way of sales if we 
commercialize this product. So, let’s take a next step and consider the im¬ 
pact of selling price on the size of these market possibilities. 

In Figure 6 I have added to the picture the market size depicting the extent 
to which the product should be used over a selling price range. Here is 
where the problem really gets complex because you will remember from the 
first figure that a plastic resin can go through several stages of fabrication 
before its real value as a potential end-product has been assessed. Basically 



SELLING PRICE 


Figure 6 

Size of market possibilities 

the economic aspects of utilizing this material must be built into the overall 
picture in order to build the bars of “should be used” over the “selling price” 
range. The bar to the far right is, of course, equal to the far left bar, since 
at a sufficiently low selling price the product should be used wherever it is 

technically suitable for use. 

Now, at this point I want to emphasize that in no way do these quantities 
representing size of market possibilities tell us how much we can expect to 
sell. We still have quite a way to go before we are ready to tell our manage¬ 
ment how much we expect to be able to sell. These quantities, documented 
by the data used in their development, basically provide us with a tool—and 
possibly one of the most basic tools—to start consideration of the design of 
the program with its attendant expected sales result. In the next series of 
figures, I am going to try to depict the basic framework in which this in¬ 
formation behind the “should be used” bars fits with respect to the considera¬ 
tion of various alternative courses that we could take. 
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In the first figure of this series (Figure 7) I have switched around the ordi¬ 
nates of the last figure showing the line of the “should be used” against 
“selling price” with selling price on the vertical and volume on the horizon- 



Figure 7 

Framework of market possibilities 


tal ordinates. In Figure 8, I’ve detailed the end-use market pattern by the 
various market areas associated with the built-up volume. Thus, at a high 
selling price we may have a single use in the automotive area and perhaps a 
couple of end uses in the electrical and electronics area where the specific 
properties of this new product have high economic value. Particularly in the 



Figure 8 

Framework of market possibilities 
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construction, personal, and toy areas other competitive products beat out 
our new product if it must sell at a relatively high price. But as we go 
down in testing the effect of selling price, D and E uses, or use areas, come 
in addition to the A, B, and C areas. Nothing more emerges from the 
electrical and electronics area, but an F use pops up in the construction area. 
Still no personal or toy items, but these later come in as we go down to rela¬ 
tively low selling prices, and of course build up rapidly to very high volume 
levels, perhaps throughout the entire market area. 

Now, I feel we are starting to recognize some factors basic to the design 
of a possible marketing program for this new product. But, as yet I've shown 
nothing that gives us a clue as to whether it could be attractive for us as a 
producer to put the product on the market. Undoubtedly, while we've been 
building this market possibility picture we have been developing cost and 
investment information on the manufacture of the product, and we probably 
have a pretty good idea of what it’s going to cost us to manufacture it. More¬ 
over, it is likely that the unit costs and unit investments in production facili¬ 
ties will be quite sensitive to scale, particularly at the early stages of volume 
growth. 

In Figure 9 I have added the typical line relating volume of production to 
selling price for an attractive profit position for the producer of the plastic 
resin. As indicated, this figure depicts a region of mutual incentive when you 



Figure 9 

Framework of market possibilities and area of 

mutual incentive 
(producer vis-a-vis user) 
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relate the line showing the extent to which the product should be used in 
the market with the attractive profit position line. In graphic form, it depicts 
whether or not there is likely to be mutual incentive on the part of potential 
users of the product and on the part of the producer for commercialization. 
If these lines don t cross, it seems quite unlikely there is any sound econo¬ 
mic reason for putting the product on the market. 


Perhaps you can now see my reason for associating the lower portion of 

the chart on end-use market pattern with this selling-price volume picture. 

We immediately begin to get some clues as to the nature and kinds of end 

uses on which we can put marketing effort and expect enthusiastic response 

in the market areas, depending upon our pricing plans. Of perhaps greatest 

importance, it indicates the order in which we will promote uses with the 

recognition of planting the seeds for future promotions as selling prices may 

trend down with increased volume of production. However, bringing this up 

at this stage is really premature because we have not yet come to grips with 

deciding what our sales volume can be in the face of these opportunities, and 

whether or not we can capitalize on them will depend upon the effectiveness 
we can achieve in a marketing program. 

Referrmg again to Figure 3, we must put together the program for deploy- 

° eff ? rt m terms ° f cost in relation t0 the profit to be realized by 
levmg sales. Another way of putting it, shown on Figure 10, is that if we 

a marketing program we must, within an acceptable time, reach the 



NOW START OF MARKETING PROGRAM 


Figure 10 
Sales versus cost 
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point at which sales dollars are sufficient to cover our marketing costs, our 
manufacturing costs, and provide us with an acceptable profit I have shaded 
the profit area and the marketing cost area as they are the key points in 
today’s discussion. Arriving at manufacturing costs is usually straight¬ 
forward, and we are likely to know these within acceptable limits. 

I’ve said nothing yet about forecasting our sales. Actually, we still are not 
in shape to forecast. There are likely to be more market possibilities than 
we can possibly go after within the limitations of our marketing facilities. 
Consequently, we must select from the alternatives facing us. It behooves 
us to consider very carefully the costs of attempting to develop the various 
markets, if we are to select the most attractive approach. Accordingly, on 
Figure 11, I’ve translated the previous figure into one depicting profit/effort 
relationship showing typical components of a marketing program for a plastic 



NOW START OF MARKETING PROGRAM 


Figure 11 
Profit/effort 

resin, which add up to a total marketing cost which must be related to the 

total profits derived from sales volume achievable. 

Considering the components of the marketing costs, we will, in the event 

commercialize, undoubtedly have continuing costs associated with researc 

on improving and modifying the product. I have indicated this on the gure 

as product development cost. There will be costs connected with wor ing 

out ways in which to fabricate the end-use items. This is inevitable, even 

though we may not be making the actual end-use item ourselves. ur 
__ *n _i.:__—oc mnlrip.rs and extruders, 
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whose customers may be assemblers, as indicated on my first chart. Thus, 
there will be what I’ve called here customer development costs. There will 
also be distribution costs. Obviously, there can be wide variations in the 
compositions and costs of these individual components depending upon the 
particular end-uses involved and how we choose to engage in the market. 
For example, our immediate customers for a bag of molding powder may, in 
a captive sense, carry right through to the end-use area in some uses, and we, 
therefore, may have very minor costs involved in end-use development with 
some uses. In some areas a great deal of work may be required in this end- 
use area, with our immediate customers merely picking this up with very 
little effort on their part. Or, if the end-uses are predominantly in areas 
where a significantly new distribution approach must be involved, perhaps 
even to the extent that we have to be organized to handle distribution, this 
area may be of particular importance. Plastic pipe is an example here, 
where, if we elect to manufacture and distribute pipe and are not already 
in the pipe business, we will have real additional distribution costs. My 
point is that the specific end-uses must be studied individually and the profit, 
to result must be related to the efforts required in order to decide on our 
marketing program. Inevitably we will find that there are possibilities for 
selling the product, some of which might be quite substantial in volume, but 
in which there is not a very attractive profit-effort relationship, at least for 
early market development. 


Mofkc) Possibilities 
<exief»t to w/hich should be used 
ci initiol Selling Price) 



Figure 12 

Projected sales result 
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So, let’s assume that we have really “cased the joint”—looked over the 
various alternatives for sales possibilities—and have decided within the indi¬ 
vidual areas what we could accomplish if we went out to develop these areas. 
On Figure 12 I have put together these data from the standpoint of volume, 
where the bar shows the market possibilities—that is, the extent to which the 
product should be used at the initial selling price. The faint segments of the 
stacked line chart indicate, in an accumulative fashion, what we believe we 
can accomplish as time goes on in each of these end-use areas to give an 
over-all framework of total sales possibilities. Then, through a selection of 
the most attractive ones from the standpoint of profit in relation to effort, 
wle have finally arrived at an estimate of the sales that we believe we can 
realize from our proposed marketing program involving the various compon¬ 
ents of product development, end-use development, etc. Finally, we have 
made a forecast—but you’ll notice I’ve previously called it an estimate of 
sales. It can only become a forecast upon decision to commercialize. 

Well, that covers a lot of territory and obviously a great deal of soul 
searching and rather precise considerations. We have a marketing program 
to propose to our management with the sales volumes to be expected and 
the profits to be expected. At first glance, it looks like our job is done, 
but I would like to bring up one further point which I feel is very important to 
recognize and build into the initial marketing program for this new product. 
The cost of doing it must be a component of the over-all marketing costs 
predicted. This is that we had better be sure that we have built into our 
program the procedure for a continuing evaluation of the progress of the 
venture. Although we have done everything within our power to predict 
results and plan our efforts, there is no question that we will face road blocks, 
and that as new information develops, we may have to make some rather 
profound changes in the way we operate. In other words we need to project 
while formulating the initial program, the procedure and the facility with 
which to carry out the procedure of continuing analysis of market position. 

On the last figure (13) I have summarized the sales volume considerations 
previously developed but shown now in the form they will take if we com¬ 
mercialize the product and build its market. What I’ve done here is to 
“straw man” the position we will be in in the future (as indicated by the 
future “now” legend on the figure) from the standpoint of the marketing 
analysis requirements to assist the marketing organization in its continuing 
marketing decisions. Thus, I’ve divided our market possibility bar of extent 
to which the product should be used into three inevitable areas; namely, size 
of possibilities in uses already established, those under development but not 
yet established, and those not yet under development but still conceptually 
sound, fust as we are now faced with projecting the position we will be in 
as to initial selling price at the time of commercialization, we will at -this 
future “now” time be faced with projecting a future market possibility at a 
possible lower price as scale of production may increase, and so the bar at 
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the right of the figure indicates this situation. I have flagged again the total 
of sales possibilities in light of these market possibilities, and have assumed 
we’re up to date on the attractive areas to go after, and therefore, have put 
in the estimates of sales expected. 

Now, you may ask why bother to show this future position requirement 
for analysis at the time we’re designing the initial program? My reason is 
this—any continuing program on a new plastic resin comprises deployment of 
field salesmen to extend sales in established uses, the deployment of develop¬ 
ment technologists to get new markets started and, inevitably, the involve¬ 
ment of research and development technologists to test ideas and concepts 
for market soundness. And so, the opportunities to which these three stages 
of development are cued are separated in my figure. Of course, to be able 
to do this we must build into our marketing program an analysis procedure 
which will give us adequate knowledge of the stages of the end-use develop¬ 
ments—and we’d better have it, with its costs, built right into our initial 
design. 

I hope I’ve been able to lead you through my maze. Quite obviously what 
I have shown is a marketing analysis. Also, quite obviously, no single 
organizational segment of a marketing team can do the entire job. A variety 
of skills and experiences are required. In fact, what I have attempted to 
depict is the result of the entire marketing team’s deliberations. Much of the 
factual market data can be developed by staff marketing research or market- 



"now“ 

Figure 13 

Position in event commercialization undertaken 
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ing analysis teams, but ultimately it takes the operating marketing people to 
say just how they will do it and what it will cost, and this is as it should be. 
They will be responsible for achieving the result and, accordingly, in my 
opinion, should say what they expect to achieve. The design of the market¬ 
ing program for a new plastic product must certainly be a team effort. 



for New Products 

Philip Kotler 


Estimates of the profit potential for a new product will be affected greatly by 
the marketing mix thought to be most desirable. In this article the author 
shows how the best marketing mix can be determined even when only limited 
information is available. 


Companies are increasingly recognizing that new products are basic to 
their survival and growth. According to one study “it is now common¬ 
place for major companies to have 50% or more of current sales in products 
new in the past ten years.” [1] 

At the same time, the development of new products is a costly and risky 
business undertaking. Some new product ideas turn out to be technically 
unfeasible after good money has been spent and others turn out to be com¬ 
mercially unsuccessful after still more good money is gone. As many as 

three out of four new products introduced on the market may fail to attain 
commercial success. 


Thus management finds itself in a dilemma: it must develop new products 
and yet the odds weigh heavily against their success. The answer lies in making 
the innovation function a more rational process through administrative 
reforms and improved decision-making procedures. Management is coming 
to recognize the desirability of centralizing responsibility for overseeing the 
process m new product committees and departments. Furthermore, it is re- 
cogmzmg the need for better theory and decision procedures at each stage 

modLr I Pr ,° dUCt devel °P ment P rocess (*«*'<*. screening, profit analysis, 
stave a b Ve 0 f ment ' test marketing, and commercialization). At each 

continue k S ‘ C Th eC1S10n * Called f ° r ° n Whether t0 abandon the P ro i ect or 

improved L P T S6 ° f thiS paper is t0 Scribe a methodology for 

improved decision-making at the third stage, that of profit analysis. 


THE PROFIT ANALYSIS STAGE 
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conducted in the following manner. On the basis of inspiration or previous 
research, management develops a particular conception of product attributes 
and a marketing program for the new product. Based on this specific con¬ 
ception of the marketing mix, management develops two different estimates. 
One is an estimate of the required sales volume to break even. The other is 
an estimate of the sales volume which is likely to be stimulated by the 
marketing mix. If the sales potential estimate comfortably exceeds the break¬ 
even volume estimate, the product idea is judged to be profitable. If profits 
promise to be large in relation to the required investment, the product idea 
is likely to pass to the fourth stage, that of product development. 

Yet a more refined model for the analysis of new product profit potential 
is both desirable and practical. Instead of considering only one marketing 
mix and whether break-even volume is likely to be achieved under it, the 
more refined model provides for a simultaneous evaluation of the profit 
potential of several marketing mixes. The refined model can be illustrated 
by the following example: 

The ABC Electronics Company is a small manufacturer of transistors 
and clock radios and is presently engaged in reviewing other electronic 
products for possible addition to the product-line. One of these is a small 
portable tape recorder. Small novelty tape recorders have appeared 
recently on the market, and they retail at prices between $20-$50. The 
company’s marketing research department has surveyed the market and 
found that interest in this type of unit is substantial and growing. 

An executive committee is appointed to examine the potential profit¬ 
ability of this product. The production department estimates that $60,000 
would have to be invested in specific new equipment and facilities and 
that this investment would have an estimated life of five years. The 
accounting department submits that the product would have to absorb 
$26,000 a year of general overhead to cover the value of supporting facilities, 
rent, taxes, executive salaries, cost of capital, etc. The marketing depart¬ 
ment advises that the product be supported initially with an advertising 
budget of approximately $20,000 and a personal selling budget of approxi¬ 
mately $30,000 and furthermore that it should be priced at approximately 
$18 F.O.B. factory with no quantity discounts. Finally, the various operating 
departments estimate that the new product would involve a direct 
material and labor cost of $10 a unit. 

In the light of these estimates, should the ABC Electronics Company 
develop this new product? Is the marketing mix proposed by the 
marketing department sound? 

What Is the Break-Even Volume ? 

The first step in the business analysis of a new product idea is to estimate 
how many units would have to be sold in order to cover costs. This break- 
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even volume is found by analysing how total revenue and total cost vary at 
different sales volumes. 

Total revenue at any particular sales volume is that volume times the unit 
price adjusted by allowances for early payment, quantity purchases, and 
freight. The adjustments are fairly straightforward and total revenue as a 
function of sales volume is generally simple to estimate. 

The total cost function is more difficult to estimate. Total costs often bear 
a non-linear relationship to output. It is difficult enough to establish the 
shape of the total cost function for existing products because the statistical 
data are impure ; the total cost function for a new product is even more 
difficult to estimate because the statistical data are non-existent. But as a 
practical matter, the break-even analyst usually assumes a linear total cost 
function. This assumption may be faulty for very low and very high levels 
of output but may be sufficiently accurate for intermediate levels, according 
to some recent statistical cost studies [3]. 

The total cost function is composed of variable and fixed cost elements. 
In the example, variable costs are assumed to be constant at $10 a unit. The 
following fixed costs are found in the example. The tape recorder requires 
additional fixed investment of $60,000 with an estimated life of five years. 
On a straight line basis, this amounts to an annual depreciation cost of 
$12,000. The new product is also charged $26,000 a year for its share of 
general overhead. This figure presumably represents a long-run estimate of 
the opportunity value of the corporate resources required to support this new 
product. In addition, the company is considering an annual expenditure of 
$20,000 on advertising and $30,000 on personal selling. Fixed costs, therefore, 
add up to $88,000 ($12,000 +$26,000+$20,000 + $30,000). 

The break-even volume can now be estimated. At the break-even volume 

(Qb ), total revenue (TR) equals total cost (TC). But total revenue is price (P) 
times the break-even volume and total cost is fixed cost (F) plus the product 
of unit variable cost (V) and break-even volume. In symbols: 

TR = TC 
P ’ Qb = F+V * Qb 


Combining similar terms, and solving for Q„ , we find that 


(*—p=r 

P ~ V 1S tbe dlfference between price and unit variable cost and is called the 
umt contribution to fixed cost. It is $8 in the example. The company would 
have to sell 11,000 units ($88,000 - $8) to cover fixed costs. ‘ 

ro^ti S W* nt ^ W0U d b f USeful t0 ex P ress the break-even (Qb ) not as a 
onstant but rather as a function of the elements in the marketing mix. The 

break-even volume will vary with the product price and the amount of 
marketing effort devoted to the new product: 
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nn _ S12,000-f $26,000+A -f-S S38.QOO-F A+S 

P-S10 P-SIO 

where A = advertising budget 

S = sales budget 

P = unit selling price to wholesaler 
In Table 1, eight alternative marketing programs are 


TABLE 1 

Minimum Volume Requirements as a Function of Marketing Mix 



Some possible marketing mixes 



Price 

Advertising 

Sales budget 

I. 

S16 

SI 0,000 

SI 0,000 

2. 

16 

10,000 

50,000 

3. 

16 

50,000 

10,000 

4. 

16 

50,000 

50,000 

5. 

24 

10,000 

10,000 

6. 

24 

10,000 

50,000 

7. 

24 

50,000 

10,000 

8. 

24 

50,000 

50,000 


Break-even volume Q B 


9,667 
16,333 
16,333 
23,000 
4,143 
7,000 
7,000 
9,857 


listed for this product along with the implied break-even volumes. In the 
case of mix # 5, the company could sell as few as 4,143 tape recorders to 
break-even; while in the case of mix # 4, the company would have to sell as 
many as 23,000. This high sensitivity of the break-even volume to the 
marketing mix decision is often overlooked in profit analysis. 

The eight marketing mixes in Table 1 are a small sample from the very 
large number of mixes which could be used to market the new tape recorder. 
They were formed by assuming a high and low level for each of the marketing 
variables and elaborating all the combinations. Suppose executive opinion 
held that $16 is a price on the low side while $24 is a price on the high side; 
and that $10,000 is a low budget for advertising and personal selling respec¬ 
tively, and $50,000 is a high budget. This yields eight strategy combinations 
(2.2.2=2 3 ) and makes the marketing mix problem manageable. 

Each mix is a polar case. For example, mix # 1 represents the common 
strategy of setting a low price and spending very little for promotion. This 
works well when the market is highly price conscious, possesses good infor¬ 
mation about available brands, and is not easily swayed by psychological 
appeals. Mix # 4 represents a strategy of low price and heavy promotion. 
The interesting thing about this mix is that it produces a high sales volume 
but also requires a high sales volume to break-even. Mix # 5 consists of a 
high price and low promotion and is used typically in a seller’s market where 
the firm wants to maximize short-run profits. Mix # 8 consists of a high 
price supported by high promotion; this strategy is often used in a market 
where buyers are sensitive to psychological appeals and to quality. The other 
mixes ( # 2, 3, 6, 7) are variations on the same themes, with the additional 
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feature that different assessments are made of the comparative effectiveness 
of advertising and personal selling. But it should be noted that while the 
division of a given budget between advertising and personal selling affects 
the actual sales volume, it does not affect the break-even volume 
Different marketing mixes not only imply different break-even volumes 
but a.so differences in the sensitivity of profits to deviations from the break¬ 
even volume. For example, the break-even volume is approximately the same 
for mixes # 1 and #8. Yet the high price, high promotion character of # 8 

vnlZ S p eS TV, eater K l0SSeS or u greater P rofits for deviations from the break-even 
olume. This is because there are higher fixed costs under mix 8 but once 

they are covered, additional volume is very profitable because of the h"gh 

rtnntT a 1 alySiS iS neces3ar y- but not sufficient by itself to identify 
but doer 3 , mar , ketin§ ™ 1X ' 11 ‘ndicates what volumes have to be achieved 

account o? 0 h "" T VJ ' UmeS “ re ‘ ike ' y t0 bc achicved - Missing is an 

volume of saks. V3n0US “ the marketing mix wiil affect the actual 

a L d nc!!on the nf C ° mPany r a eqUir ^ 3 demand equatio " showing saIes volume as 
function of price, advertising, persona! selling, and other important 

Such ^nations are difficult enough to derive for 

this s te therl 6 3re n ° ne ‘ Yet th ° U§h the Pr ° duct is on, y 311 id ea at 

™:z z ^ sa,es - A sur r cou,d bc ™ de ^2:;:: 

fet fi' cl a P deVel ° P S ° me P rotot ypes of the tape recorder in order to 

»nstku?e n L reaC “ 0n5 ' The SU ' V ' y " ,ay iniica,e ” h!,t “Kio-economic groups 

“““““ eae’h Pr ° SPeC,S t0r ‘ hiS prOClUC, ■ Th = approximate number S 
tion, an analysis TaTbe TT T ? eStimated from ce nsus data. In addi- 
different segments of the Strength of competitors in 

a Bayesian analysis of the v l * f mCG . informatl0n is expensive to collect, 

Should be performed at each juncLe^L'^ ^ ^ additi ° nal information 

bettertea of'what salesTolum ^ an , alysis ’ the executiv es will have a 

marketing mixes. For each particulartx the^ ^ ^ ach ' eVed with different 
tive probability distribution nf nncc'Ki \ exec utives can develop a subjec- 

bility distribution shows the expected sales' V ° lames ’ The mean of this proba- 

Letthe expected sales volume be denoted bv O ™ thlS marketin § mix - 

shows an (hypothetical) expected sales vnl Y t The f ° Urth column in Table 2 
mixes. It should be note^ffiat sat a ' eaCh ° f the eight feting 

price and directly with the amounts T expected f o move inversely with 
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What Is the Best Marketing Mix and the Implied Profit Level ? 

At this point, the expected volume (Q) and the break-even volume (Qb) 
can be compared for each mix. The results are shown in column 6 of Table 2. 
The greatest extra volume(Q— Qb) is achieved with mix#l. But extra 
volume is not a sufficient indicator of the best mix. The extra volume must 
be multiplied by the unit value (P — V). A high price mix delivering a small 
extra volume may be superior to a low price mix delivering a large extra 
volume. Therefore Z = (P — V) . (Q — Qb ) has to be calculated for each 
marketing mix. These results are shown in column 7 of Table 2. 

Z is a measure of the absolute profits expected from different marketing 

mixes. Of the mixes shown in Table 2, mix # 5 appears to promise the largest 
amount of profit. This mix calls for the product to be sold at a high price 
with little promotional support. This strategy is often used when a company 
believes its product has been smartly designed and essentially sells itself. But 
before ABC Electronics can be sure that it has found the best marketing mix, 
or that the product should be produced at all, it must examine some addi 
tional issues. 

1 . The profit estimates for the eight marketing mixes may not be equally 
reliable. The profit estimates were derived from prior cost and sales 
estimates. Management may have a varying amount of confidence in these 
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different estimates. Suppose management has much more confidence 
sales estimate for marketing mix # 6 than # 5. This greater confidence may 
arise because the executives have more experience in using strategy 6- 
The choice they face is between a highly uncertain profit expectation of 
$18,998 and a more certain profit expectation of $16,800. Most managements 
have a risk aversion and are willing to accept a strategy with a lower expected 
profit if the accompanying risk is sufficiently less. However, the specific 


TABLE 2 

A Comparison of Expected Volume (Q) and Break-Even Volume (Qb ) For 

Various Marketing Mixes 


( 1 ) 


(2) (3) 

Marketing Mix 


(4) 


( 5 ) 


Q 


Qb 


(6) - , 

Volume above 
Break-even 


(V 

Absolute 

Profits 


1 . 

$16 

SI 0,000 

$10,000 

12,400 

9,667- 

2,733 

2. 

16 

10,000 

50,000 

18,500 

16,333 

2,167 

3. 

16 

50,000 

10,000 

15,100 

16,333 

—1,233 

4. 

16 

50,000 

50,000 

22,600 

23,000 

-400 

5. 

24 

10,000 

10,000 

5,500 

4,143 

1,357 

6. 

24 

10,000 

50,000 

8,200 

7,000 

1,200 

7. 

24 

50,000 

10,000 

6,700 

7,000 

—300 

8. 

24 

50,000 

50,000 

10,000 

9,857 

143 


Q — Qb Z=*(P — V) (Q-Qb) 

§16,398 
13,002 
—7,398 
—2.400 
18,998 
16,800 
—4,200 
2,002 


amount of trade-off of expected profits for risk reduction will vary among 
managements. 




MARKETING MIX DECISIONS FOR NEW PRODUCTS 


301 


How can management’s taste for risk be measured and introduced into 
the formal analysis? There are at least two different ways to accomplish this. 
One is through the preparation of an indifference map in which management 
expresses its preferences between different combinations of expected profit 
and risk. Let us recall that in considering each marketing mix, management 
developed a subjective probability distribution of possible sales outcomes. 
Only the mean, Q, of the distribution was used. Now assume that the standard 
deviation of this distribution is used as a measure of risk. A low standard 
deviation means that management is fairly sure of the sales outcome and a 
high standard deviation means that management is very unsure. The 
standard deviation of the profit estimate can be calculated from the standard 
deviation of the sales estimate 1 . Let us use <r z to denote the standard devia- 


<r 

X 



Figure 1 

Company indifference curve 
for expected profit (Z) and risk ( al ) 

'Expected profit is given by Z=(P-V) (0 Qb ) Suppose both Q and On are esti- 
mated with some uncertainty. The uncertainty of Q reflects the difficulty of estimating 
sales; and the uncertainty of Qb the break-even volume, reflects the difficulty of esti 
mating costs. Suppose further that the degree of uncertainty in estimating sales is 
independent of the degree of uncertainty in estimating costs. Let o and a the 

B 
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tion of estimated profit. Let (Z, a z )* represent the expected profit and 
standard deviation of profit, respectively, of the marketing mix with the 
highest Z; in our example, this is mix # 5 and assume it is ($18,998, $12,000). 
Then management can be asked to list other (Z, o ) such that it is indifferent 
between them and (Z, G )*. For example, management may be indifferent 

to ($18,998, $12,000), ($16 000, $6,800), ($13,000, $4,200), ($10,000 $2,000), 
and ($7,000, $0). An indifference curve has been fitted through these 
sample points in Figure 1. The region to the left of this curve consists of 
inferior profit situations while the region to the right of this curve consists 

of superior profit situations. Then the (Z, o 7 ) for the other marketing mixes 
can be plotted. If these points all plot in the inferior reg ; on, then mix # 5 

remains the best mix, subject to further qualifications. If any points plot 
in the superior region, the foregoine procedure can be repeated to establish 
a new indifference curve to the right of the old one and the remaining con¬ 
tending points can be tested again. 

If management has difficulty in thinking of risk in terms of standard devia¬ 
tions, an alternative procedure can be used instead. Management can be 
asked to express its preferences between various gambles where the risks 
are stated. The preferences become the basis for preparing a corporate utility 
scale for various money sums. For a management with risk aversion, the 
chance to earn twice the profit tends to carry less than twice the utility. 
For each marketing mix, the possible profit outcomes are re-stated as utility 
outcomes. Then the probabilities are used to find the expected utility for 
that marketing mix. The best marketing mix can be defined as the one with 
the maximum expected utility [5]. 

2. The absolute profit estimates for the eight marketing mixes must be 
'converted into rates of return on investment in order to choose the best 
marketing mix and to decide whether to develop the new product at all. 

For example, management estimates that 5,500 units will be sold in the first 
year with marketing mix # 5 and 8,200 units will be sold with marketing mix 
# 6. But mix # 6 will tie up more dollars than mix # 5 because production, 
inventory and marketing are carried out on a larger scale. For each mix 

Z should be expressed as a ratio to the required investment. Mix # 5 is still 
likely to stand out as the best choice in the example. But now a second 
question also can be answered: is the expected rate of return greater than 
the company’s target rate of return? The company is not likely to develop 
a new product whose expected rate of return falls short of the target rate. 

3. The use of expected profits ignores the variability and duration of profits 
implied by different initial marketing mixes. At the outset, it should be 

standard deviations, represent the respective degrees of uncertainty. Then cr Zi the 
standard deviation of profit, can be derived by applying elementary theorems on 
variances. Specifically, <r 2 ax = a 2 <r 2 and cr 2 x + y =cr 2 x -f< 7 2 y . Applying these theorems 

to Z = (P V) (Q—Q e)> a B =(P—V) yV 2 q-F<7 2 q D 
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emphasized that management is not trying to determine a permanent marketing 

mix to be used over the lifetime of this product. Both costs and sales will 

change over time because of competition, market saturation, business fluc- 
tuatnons and the like. The company may start with mix # 5 and if strong 
competition enters the market with a reduced price, the ABC Electronics 

Company may find it expedient to change its mix. It may reduce its price 

and/or change its promotion. Either reaction is tantamount to adopting 
a new marketing mix. 6 

By examining different marketing mixes in the profit analysis stage of 
new product development, the company is trying to ascertain an initial 
strategy and its implied initial profit level. Thus $18,998 represents the 

amount of profits expected in the first year with mix # 5. The company is 
interested m discovering the strategy which will enable it to recover as much 
cost as possible as soon as possible because of the difficulty of foretelling the 
fate of the product beyond a few years. Yet it is also a fact that the initial 
marketing mix can have an important effect on the company’s ion°-run 

creatTngTh’Ph HlS Vf “f A ,'° W pr ' Ce medium P r °motion mix like # *2 in 
0 he market and f u™’ ^ l ° ^ ab ° Ut an ear,icr saturation 

employs a high price and brings high profits, is likely to induce an early influx 
of competition which also tends to shorten the period of good profits iL 
ng-run implications of the initial mixes must be considered. The solution 

mx dl^ may V" S ! mulatin § on a computer different time sequences of 
mix de-dsions under alternative assumptions and events to derive some 
indication of alternative profit-possibilities 

hlJ he T alySiS aSSUmeS that 110 marketing mix has been over - 

Txel The S "t 1 yidd a ^ ex ? ected ^ than the eigh I stld 

Q i f ( P A c, If ** u 6 0pl . ni0n concernin g the functional relationship 
these estimates VT ^ £ l ° fi " d 3 " equation which close, y describes 

sales, and ultimately proTts 7 C ° U '? ^ be S0 ' Ved t0 eStimate ex P ected 
considered by the executives °‘ marketln f mixes whic h "’ere not explicitly 

for demand functions is the m.m * , eXamp ‘ £ ’ a P lausib!e mathematical form 

unLiions is the multiple exponential: 

Q = kPa Sc 
where k = a scale factor 

a = the price elasticity 
b = the advertising elasticity 
c = the personal selling elasticity 

Pr0,WCd ” «* - several 

Tab!e 2. T his Is J,i *^ «£ *7* «<« o f , Q) i„ 

IS y dcclae nt. The least squares equation 


Q = 100,000 P -2 A i/«s i/4 
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Price has an elasticity of - 2, that is, a one per cent reduction in price, other 
things equal, tends to increase unit sales by 2 per cent. Advertising has an 
elasticity of 1/8 and the sales budget has an elasticity of 1/4. The coefficient 
100,000 is a scale factor which translates the dollar magnitudes into the 

appropriate physical volume effects. 

Several of the preceding equations can now be drawn together: 

Z = (P—10) (Q—Qb ) 0) profit equation 

Q = 100,000 P-2A1/8SW4 (2) demand equation 

38,0004- A -fS (3) break-even volume equation 

q b =- 

P—10 

The best marketing mix was defined initially as the one which maximized 
Z, that is, profits. Solving equation (1) in terms of (2) and (3), Z can be re¬ 
written as: 


z = (P—10) (100,000 P— 2 A*/ 8 SV 4 — 38,000+A +S) 

P—10 

z = (P—10)000,000 P—2Ai/8Si/4)_38,000-A—S 
Z = 100,000 P-iAi/8Si/ 4 ~l,000,000 P— 2A1/8SI/ 4 —38,000-A-S 


Thus Z is a function of three marketing variables. 

The next step is to find that unique set of values of P, A, and S w 1C 
maximizes Z in (4). This is a problem in differential calculus. The wor is 
carried out in the appendix where the following values emerge. 


P = $20 
A = $12,947 
S = $25,894 
Z = $26,735 


It is interesting to compare this mix with mix # 5 whic y 
highest Z of the eight mixes considered in Table 2. Mix# 5 ca e 
of $24 and an advertising and sales budget of $10,000 each. 1 e 
lation calls attention to the possibility that a somewhat lower price, a ^ 

increase in advertising expenditure, and a substantial increase in pc 
selling expenditure might boost profits by several thousan 
Thus it may be possible to employ mathematical analysis to ov ^° wg 
limitations of considering only a small set of marketing r ™ xes ’ *,,i vS ; s 
have illustrated this in terms of Z, a more complicated ma. cma 1C 0 £ 

can be prepared for finding the best marketing mix un cr co ” three 

uncertainty, different investment requirements, an more 

marketing variables. 2 

2 It possesses a number of plausible properties. First, it provides tha ^ levels 

specific marketing variable depends not only upon its own eve 
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The overall challenge of new product development is to weed out the 
pucticable ideas as early as possible and to process the remaining ideas 

whi^fT i; “ The Pr ° fit «** «** I* »h«re a product id,. 

Which has been found to be compatible with the company’s objectives and 

resources must be analysed for its profit potential. It is not sufficient to com 

l ne m th l a r yS L S u ne SPeC ' fiC COnception of how the product will look and 
b marketed, though this is the typical practice. For the marketing mix will 

fluence both the costs and the sales of the new product, and it is not obvious 
m advance which mix will maximize expected profits. 

estTmat pT 61 f°rF r 11 ^ ^ thlS a ' ticle rCquires management to develop 
estimates of likely costs and sales under different marketing mixes on the 

dr in an“anaf* ava « ab h ,e These estimates become the raw 

whether tK - S1S SeekS t0 determine ^e best marketing m ix and 

tainty and the" ' eVd ° f pr ° fitS ’ in thc face of u "«r- 

. , L the rec l uire d investment, to justify developing the product 

L lead o better d “ pr ° Ve ' hi “ the s “ sses,ed i» 

calls attention m m i" S a ‘ ', hl! P rofit stage. Its claim is that it 

conside,Xm ' ^ '' eVan, faC, ° rS Md a to 


APPENDIX 

" ' “ nd ‘ he firS ‘ ,hr “ partiid d 'tiva,ives „l 2 a „d se, them e q ual J": 


«z 

ap I 00.000P—2A i/8s l/4 -f 2,000,000P —2 AI /8s < /4=o 

5Z 

5 A = 12 ’ 500p ~ , A- 7 / , S'/4-i25,OOOP-2A-7/8 S i/4_ 1 =0 

6S“ = 25 ’ 000P ~ ia1 / 8 S-8/4_ 250,000P-2A1/8S-8/4_i = 0 

Rearrange the terms in (2): 

ipr* *00,000P-2 A l/ 8 Si/4 (20 P—I-i )=0 


( 2 ) 

(3) 

(4) 


(2a) 


Assuming that P * », A * 0. and s # 0. „ lh „ (20P _,_„ . „ „ 

- P = S20 (5) 

of the other marketing variables. Thus a price of SI a wii u 

advertising and selling are each set at $10 000 and 516 u wil ‘ have °ne demand effect if 

each set at $50,000. This interdependency’does not - 'l f Vertisin S a "d selling are 

the exponential equation shows diminishing m-ir^i! 2 * W ‘ th hnear e< 3 uati °ns. Second, 
Using and sales budgets and this accords with ? ret . urns t0 increases in the adver- 
exponents represent the respective elasticities of 2 , expectations - Finally, the 
there ,s no intercorrelation between the independent variTbles!' 1 " 5 Vadab,eS ’ provided 


39 
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Next, rewrite (3) and (4): 

12,500P-iA-7/8Si/4 (1—10P— i)=l x (3a) 

25,000P-iAi/8S-3/4 (i —10P— i)=l (4a) 

Divide (3a) by (4a), term for term: 

1/2 A—IS = 1 

S = 2A (6) 

Next substitute (5) and (6) in (3a): 

12,500 (20-1) (A 7/8) (2A)i[(l-10(20-1)1=1 A = $12,947 (7) 

Substitute (7) in (6): 

S=2( 12,947) = $25,894 ( 8 ) 


The optimal marketing mix (P, A, S) is ($20, $12,947, $25,894). The execu¬ 
tives would forecast that this mix would produce a sales volume of: 

Q = 100,000— 2 A1 / 8 S l / 4 
= 100,000(20-2) (12,9471/8) (25,8941/4) 

= 10,358 

The break-even volume implied by this mix would be: 

^ 38,000+A + S 


38,000+12,947 + 25,897 
20-10 

= 7,684 

Finally, profits (Z) under the optimal mix would be: 

z = (P-V) (Q-Qb ) 

= (20—10) (10,358—7,684) 

= $26,735 
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261 The Man in the Package 

Ernest Dichter 


Marketing management must take an increasing interest in packaging since more 

than mere product protection is involved. Its role as a salesman is vital. This report 

defines the characteristics of a well-designed package from the consumer’s point 
of view. 

OUR VANISHING SALESMAN 


Aside from the product itself, the most personal contact a manufacturer 

has with his customers today is the package that contains his product. 

This means that the package has a difficult job to do. It must replace the 

living, breathing salesman as a vital link between the manufacturer and 
consumer. 

More and more, the trend in selling goods is toward self-service. Not 
only is this true in supermarkets, but also in five-and-dime emporiums, 
clothing establishments with pipe racks, and an ever-growing variety of 
stores and shops. The salesman simply isn’t there any more. And as we 
get further and further into the era of the Vanishing Salesman, the role of 
the package as a salesman becomes more prominent and more urgent. 

Many packaging designers and manufacturers are already aware of the 
personal character of the package-consumer relationship. At'a recent semi¬ 
nar held by the Paraffined Carton Research Council, it was evident that 
designers and makers of packages are no longer content to view the success- 
u package as one that mainly gives them a feeling of pride about their 
contributions to the finished article. The successful package was not seen 

design shape'colo “ . intri * uin S shape or design, but as one whose overall 

in a personal rlZ’ meSSage delivered an im P a « that resulted 

s h e if 10ns lp between the consumer and the package on the 

Today the package must come alive at the point of purchase The sales- 

liv“g”lement iTthe selling ptce^'tufhe TsZT’ J UppIym S a necessar y 

He has stepped inside th? P Sage ,USt the Sam6 ’ 

Formerly, a manufacturer had little control .u i 

represented his product in retail stores. They were jolly or frumpy" Jept 

Ca^°on < Researdi r Ccrnncuf^m°st* e Dichter S ^ e president Py r S t l ' te< ^ ^ 

search, Inc., Croton-on-Hudspn, New York InSUtute f ° r MotivationaI Re- 
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or skillful, pleasant or not, courteous or not—depending on the weather 
or the season or the state of their nerves. 

The salesman in the package presents no such problem. He is yours to 
create and control. 

A poorly designed package tells the consumer that the maker of the pro¬ 
duct does not care. Like an impatient salesman at five minutes before 
closing time, he is saying “take it or leave it.” But a well-designed package 
is proof that the manufacturer really cares about both the customer and 
the product and is willing to make an extra effort to please. He is employing 
a friendly, interested salesman. 

Just what is a well-designed package? According to research, the con¬ 
sumer himself is the measure of a good package. 

If you ask him, every consumer has a picture of the ideal package in his 
head. This is not simply a picture of how the package looks: it is a 
dramatic visualization of how it feels as he turns it around in his hand, of 
how it fits into his medicine chest or pantry, and of how easy it is to get at 
the product inside when he really needs it. 

Through his emotional needs, the consumer sets up very demanding 
standards of good packaging. These may be listed as follows: 

Convenience. Does the package hold enough of the product to satisfy 
his needs without being too bulky or too heavy? 

Adaptability. How well does the package fit into his freezer, cupboard, 
glove compartment, or dresser drawer? 

Security. Does he feel assured that you have given him quality? Does the 
package make him feel it? 

Status or Prestige. Does he feel that by buying your package he is 
expressing something about himself? 

Dependability. Does the package let him feel that he can rely upon you, 
the manufacturer? 

Esthetic Satisfaction. Is he pleased and satisfied by the impact of the 
design, color, and shape of the package? 

Actually these six criteria can be described simply as combining utility, 
security and esthetic appearance. This quotation from the mother of a 
young perfume purchaser is an example of the practical application of these 
criteria: 

My daughter has a perfume now that, God bless her, she can use without 
getting it on the floor or all over her dressing table. She used to have 
(name of brand) and (name of brand). One she had to shake so hard to 
get the perfume out that she said it gave her a charley-horse. The other 
one had such a big hole that whenever she used it she couldn’t control it, 
and it spilled all over, and the whole house smelled. This new kind, now, 
has just the right kind of hole. And the box is so good-looking, and the 
bottle is so swanky. You’d think it cost twenty dollars an ounce. 
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Here a young girl's “dream package” fulfills all the above criteria-with 
special emphasis on status. The desire for status is a consumer motivation 
at seems to be as vitally involved in the consumer-package relationship 
n the purchase of any product from premium beers to Cadillacs. Status 
and other factors will be examined at length later when we consider the 
core of all successful packaging: how well modem packaging meets the 
emotional and psychological needs of today’s consumer, as expressed in his 
daily purchasing patterns and his conception of the ideal package 

A good package does not create the personality of a product.' Like a 

good cosmetic on a beautiful girl, the desirable package merely expresses 
personality ,n a dramatic, easily recognizable way expresses 

On the other hand, a bad package or design contradicts, underplays or 
undermines a product’s personality. P yS ’ or 

These are important considerations, since the personality of a product is 
an important determinant of brand loyalty. And so this is the place to ask- 
‘Just what is product personality and how is it affected by package design?” 

Two Images Of Product Personality 
Product personality consists of two parts that we can onlv isolate on 

Pa phvsSn 15 th h C Ph f CQl the ° ther is the P ers °™Hty image. 

hys^aHy a bar of soap is round, square, or octagonal; but in‘ its person- 

aPPCai b ° Idly mascuIine or softly feminine modern or 

Ahho , § \ St3tUS " l0W ’ Hght 3nd d£licate or heavy and coarse 

so He Sts'"' l ^ tW ° imag6S here ’ the consumer never does 

{0 ; the “L T ° f ^ producVs Personality. And, significant 

total p.cVe f STSSTC* °' ^ Wl " ^ 

strongly^scented^and TV”*?'"*« .» of soap that was ovoid-shaped. 

say. But they might accept The sT 3 £nlly . f b ? x ' T °° effeminate » they would 

S pt the same soap if it were brick-shaped. 

° f Packa gmg Design 

it often shares 3 ks wfth'ShSf*^ 3 Pr ° dUCt ’ S personalit y ali a| one, 

such as color, text and illustration. im P ortant components of packaging 
Designers and illustrators of great u 

cake mix packages in which the illustrated^co 13 ? 5 ?'^ COnsumers with 
virtually dripping with sensory appeals tha the T ^ See , med 50 real - 
cake when he saw the package onfh! !* ™ h f consumer could “taste” the 

are other cake mixes in whfch the UnfortunateI y- thef e 

ality of the cake. Cake is a dessert that s.Vn fi ? Xpr6SS the true person ' 
sumers (ice cream is another), but we often find th a ^ ndance t0 most con ' 

In such a case, the best way to Tevfve tL w ^ ° f the SUrfaCe ' 

y evive the cake s true personality is to 
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redesign the package, enlarging the illustration so that it “bleeds off” the 
box on both edges. 

Design Can Correct Wrong Impression 
Sometimes the consumer insists on misinterpreting a product’s personality 
in spite of all a good designer can do. 

When this happens, the goal of the packager must be to “change” the 
product's personality and thus alter the consumer’s impression of it. 

Tea used to be advertised in a way that reinforced the public’s mistaken 
impression that it was a “weak sister’’ beverage suitable for sick people and 
kindly old ladies. Research showed that both the packaging and advertising 
copy needed to be converted to the masculine gender. This called for 
stressing the he-man quality of tea, and the use of the color red was recom¬ 
mended—replacing the weak blue previously seen in tea advertising. 

In a margarine study, favorable consumer response occurred when the 
name of the brand was printed against the background of a green leaf 
while the margarine was represented as the disk of a daisy. This evoked 
an impression of naturalness, a desirable personality trait for margarine. 
But consumers formed a mistaken impression of another brand,, which 
showed three pats of margarine encased in a cube of ice. They associated 
the ice cube with a test tube ; the symbol evoked fear (of harmful chemicals) 
and led to rejection of the product. 

Some designs can even prejudice the consumer against the quality of a 
product. Here is an instance of a Midwestern housewife’s response to a 
margarine package: 

From the point of view of design, I like the (Brand X) box. (Brand Y) is 
too cluttered, too much to look at. It has more information and is easier 
to read but only if you’re interested. But knowing oleo as I do, I would 
not stop to read and that’s why I’d pick up (Brand X) because the quality 
seems to be better revealed in the package. 

Here the consumer is providing a most direct guide to the designer. 
Such reactions are the rule rather than the exception, for margarine is a 
product about which the housewife feels she knows all there is to know. 

Unified Trade Symbol Important 

The aims of the most effectively designed package can be defeated if a 
unified trade symbol is lacking. 

In a study of the advertising and promotion problems of a large paper 
products company, it was found that the use of different trade symbols, 
including different brand-name designs, for the premium-priced napkins an 
the lowest-priced napkins made the consumer associate the entire product in 
all price ranges with the more generally known trade symbol which appeared 
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on the cheap napkins. The suggestion of “cheap napkin’ 1 was carried over 
to even the highest priced product. Much of this confusion of product per¬ 
sonality was due to the fact that the packaging of the premium item, besides 
lacking a unified quality trade symbol, did not provide a recognizable 
quality differential —either in color, text, typography, or brand-name design. 

Changing a Product's Personality 

People like to say they never judge a book by its cover. But they do. 

In one study, coffee was served from different coffee makers including the 
most modern dripolators and the most antique coffee urns. Most of the 
drinkers said that the coffee poured from the antique urns tasted better. 
Actually it was the same coffee. This confirmed the fact that modern con¬ 
sumers believe that somehow things were better in the past—more whole¬ 
some, purer, etc. But more important, it indicated that the size, style and 
shape of the coffee container influenced the drinker’s impression of the taste. 

This ability of a package or container to modify the personality of a pro¬ 
duct was further shown in a study for a pharmaceutical company. The so- 
called potency rating of two different-sized pills was tested. Although the 
potency of the drug “packaged” in the larger pill was less than that in the 
smaller one, not only layman but also many doctors were fooled. The medi¬ 
cal men insisted that the larger pill was the more potent ! 


Enhancing Status Through Packaging 

Size is not always the important factor. Sometimes a new and more taste¬ 
ful design, high in status value, can alter a product’s personality and give it 
a prestige it never had before. Whiskey decanters designed by artists like 
Russel Wright and Walter Landor have given a new prestige to some of the 
cheaper whiskeys. These containers have turned up in the liquor cabinets 
of persons accustomed to serving only the higher priced whiskeys. 

But this kind of “counterfeiting” involves risks that should be taken into 
account by packaging designers and manufacturers. 

j ^ in many cases, the new decanters 

a e prestige to the product, in a significant number of instances the con¬ 
sumer felt that expensive decanters forced manufacturers to “make up the 
difference by using cheaper ingredients in the liquor 

However, the positive effects on sales produced by these new decanters 
should be seriously studied in any consideration of the sales potential that 
l.es m the changing or enhancing of a product’s personality. 

c package comes the moment the consumer walks down the 

aisle of the supermarket. Either the package reaches out to him in a per- 

“ ZppS’s'baSef^ Whi ' e ^ 3nd b - * ex¬ 

claims ZT 6 " ZT in the supermarket lost in a fog of competitive 
claims that have been drummed into his head by newspapers, magazines, 
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radio, TV, and billboards. The similarity of these advertising appeals often 
arrests the development of a distinctive product personality; this fact is 
responsible for the widespread lack of brand loyalty among supermarket 
customers today. 

It is up to the package designer, to a large extent, to attract the consumer 
to the particular product on the shelf. But first he must consider what has 
happened to the consumer’s shopping experience. 


The “New Angle” of Consumer Vision 

Today’s consumer doesn’t see the product on the shelf the way he did ten 
or fifteen years ago. In the past the product was directly in the line of his 
vision, straight across the grocer’s counter. When he viewed the product in 
the package, his eyes met it head-on and he could take in all the essentials 
at a glance. The package presented a clear-cut panel, with its brand name, 
colors, text, and shape easily visible. 

But in today’s supermarket, passing among palisades of parallel shelves 
filled with hundreds of products, the consumer sees mainly a gigantic blur 
of boxes and cans in which there are no outstanding elements. In this chaos 
a package must have prominent features of design that catch the eye, hold 
the attention, and initiate the dramatic interplay between package and 
patron that makes the package come alive in the customer’s hand. 

The problem is more complicated than it used to be because the strolling 


supermarket customer seldom sees many of the packages head-on as he did 
in the small grocery store. Nowadays his eyes meet the shelf at an angle and 
he cannot perceive a clear-cut front package panel. One edge of the box and 

part of one side intrude on the area of vision, breaking and weakening the 
impact. 

In examining the packaging problems arising from this “new angle” of 
vision, designers and manufacturers might also take into account the pheno¬ 
menon of peripheral vision. Here, in addition to new angles of perception 
there is also present the factor of diminished visibility. In peripheral vision, 


certain colors and designs are barely perceptible. Certain forms and shapes, 
effective when seen directly by the consumer, become distorted, confused, 
and weak in impact in the dim light and abnormal angles of peripheral vision. 

These visual phenomena suggest new areas for exploration in packaging 
in design, typography, color, shape—to assure successful impact from what¬ 
ever angle the product is viewed by the consumer. Obviously the problem is 
a complicated one, both technically and psychologically, but many of our 
major packaging designers are already meeting the challenge of new mer¬ 
chandizing techniques. 

To be successful a package must accomplish the following things when it 
is on display: 

a. It must achieve a “reaching out” quality. 

b. It must provoke uninterrupted inspection by the consumer. 
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c. It must “disappear” and permit the consumer to rehearse the purchase 
and use of the product. 


The “Reaching Out ” Quality 

Consider the Cheer detergent box. A design with dynamic action— clean 
wash flapping in the breeze. A bold color scheme of blue, red, white and 
yellow. The result is a package that seems to cry, “Look at me? You can’t 
help yourself? Pick me up and find out what I’ve got for you?” 

It almost leaches out and taps you on the shoulder 

The Log Cabin Syrup can has much the same quality because of its unusual 
shape. There is no possibility that the supermarket shopper will mistake it 
foi another brand, or fail to find it as his eye scans the shelf. 

The package on the shelf must provide tension-producing design factors 
that cause the consumer to interact with it from a distance. Through its 
design, color, or some other outstanding feature, it must break through the 
brand fog created by the many competing products. 

Tension-producing design is particularly important for ice cream cartons. 
The brick shape can be adapted to designs which aid in creating an impres¬ 
sion of richness and plenty. Here is where the designer plays a vital role 
A design with swirling movements, and a run-over to the sides of the 

carton, is capable of creating such a psychological illusion of richness and 
fullness. 


“X Brand of ice cream comes in that nice square box but it doesn’t 
look like the ordinary box of brick ice cream,” said a West Coast mother 
of four children. “It has a lot of blue and pink polka dots on it, run¬ 
ning around all four sides. It makes it look so rich and so full.” 


This, again, illustrates that physical form can 

—but it must be supplemented with design 
understanding. 


win consumer acceptance 
which projects emotional 


Uninterrupted Inspection 

■ T H C package that reac hes out to the consumer does not always wind up 

in e sioppmg basket. It must have just enough design tension—not too 
much—to clinch the sale. 

Once the package is in the consumer’s hand, the interaction between the 

Vn d bC greatly accele >'ated. In the case of the Cheer package, the 
wash flapping in the breeze and the bright colors combine to give movement 
to the entire package and provide unity of design. 

This non-static design, with the brand name, copy, and colors creating 

a directional movement, offers sequence and dimension, a natural rhythm and 

now trom one component to another. It stimulates the shopper’s three- 

dimensional investigation of the package rather than fixing his attention 
to any one part. 


40 
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The Cheer design offers tension to a moderate degree. Research has 
shown that too much design tension over-excites the consumer so that he 
cannot “see” the product because of the package. 

“This hand lotion has a gorgeous package—all tutti-frutti and tinsel,” 
one shopper said. “No, I never tried the lotion. It’s probably too rich for 
my blood.” 

A Packaging Paradox 

It is clear that a package must not emphasize its own personality to the 
disadvantage of the product inside. In fact, the effective package must 
virtually “disappear” at some point in the purchase-and-use process. That 
is, it must disappear in the psychological sense of fading into the background 
while the product itself comes forward to become the “figure” that is seen, 
related to, and remembered by the consumer. 

Sometimes, but not always, this means that an effective package should 
be made of transparent materials. Often the reverse is true. When we 
buy sausages at a meat department we want the package to fade into the 
finished product—the hot, crisp, aromatic meat—and not into the cold and 
greasy food we see through the plastic envelope. 

But an opaque Duncan Hines or Betty Crocker cake mix package, with 
the illustration of the finished cake rich with icing, dominates the package 
so that within a few moments the design, the colors, the type styles and the 
shape of the box disappears. What the consumer sees is the luscious cake 
itself. 

Sometimes the package refuses to disappear, and the fault can lie with 
the personality of the product itself. In the case of a nationally advertise 
food product, the package was striking, gay, bright, alive with co or. 
despite the achievement of the designers there was a contradiction e ween 

package and product personality. 

The package radiated light-hearted gayety and frivolity, a moo t a wa^ 
in stark contrast to the function performed by the product. And so it ai e ^ 
to ring a bell in the mind of the housewife. Or still worse, it generate is 
belief and even suspicion by its sharp contrast to the product s persona 1 ^ 
In the case of butter, which must suggest abundance, the ma er ^ 
design and art for the package assumes paramount importance. s 
supermarket shopper, in an Eastern city, remarked : 

I wish they’d show butter in boxes that are not just butter alone. ® ut 
needs to go with something, like pancakes and butter, or a e P° 
and butter. It has to give me the feeling that I’m almost seeing e c 
of the butter. You know, butter by itself isn’t very appetizing, even i 
the most beautiful color. It’s when you take butter and com me 1 
something else that butter has such attraction. Then you can see 
wonderful yellow—the richness. It almost makes my mouth water. 
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What the consumer is saying here is that simply illustrating butter 

in pats or in quarter-pound sticks, does not provide an appetizing appeal. 

Butter is a combination product and goes well when it is putting the spice 

on another food. Thus, she is calling for a pictorial presentation of the 
uses of butter. 

Rehearsal of Purchase and Use 

When a man watches a demonstration of a new car on TV, he imitates 

the salesman in his own mind. He peeks at the motor under the hood, 

tries out the automatic shift, raises and lowers the lid of the luggage com¬ 
partment. ° 

This is a mental rehearsal of the use of the new car. In the same way, 
mentally, the interested TV viewer rehearses the actual purchase : the bar¬ 
gaining, the signing of the contract, the questions he will ask the dealer, 

etc. Of course reactions depend greatly on the depth of penetration of the 
advertising message. 

Rehearsal of purchase and use is a psychological factor in the relationship 
of a consumer to a package, too. The disappearing package brings the pro¬ 
duct and consumer into a close relationship with no significant barriers to 
hinder the interaction of the two. 

That cake mix looks so good, my mouth watered. I felt like eating the 
whole thing all up, right there, package and all. 

This consumer response, is a tribute to the designer’s art. But at the 

same time it emphasizes the paradox of good packaging. Here the package 

brings the consumer and product together, then steps out of the picture. It 
disappears without being missed. 

More Traits of a Good Package 

Perpetual Youth. Like people, packages grow old and tired. But unlike 
pe°pe, t ey can be renewed. A tired package communicates the personality 

° ! }} Te f product Today’s consumer demands that his favorite products 
e u o reshness and youth; this calls for a constant renewal of design, 
anufacturers of such products as cigarettes and breakfast foods are con¬ 
tinually bringing out new package designs to replace those that are old and 
listless. 

Ever-renewing Involvement of Consumer with Product. A sale does not 
end with the purchase of a product. Advertising and promotion continu¬ 
ally strive to renew the relationship between consumer and product so as to 
create an uninterrupted flow of sales. The package on the shelf must per- 
torm a similar function—becoming more than a mere receptacle. It must 
resell itself to the consumer every time he sees it. 

The Pleasure of Handling. In some products a good package induces 
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exploration with the hands, for example the Marlboro flip-top package. 

Creative Considerateness. When a car manufacturer designs his wind- 
shield to give a better view from the driver’s seat, he is exhibiting a concern 
for the consumer’s needs which psychologists call creative considerateness. 
Consumers expect this attitude to apply to makers and designers of packages, 
too. Successful examples include the neat carry-home cartons of beer cans 
or soft drink bottles, and the development of new spouts on milk cartons 
which eliminate drips and spills. The presence of creative considerateness is 
an assurance that overall impact of a package will be greater. 

In a packaging test using the techniques of ordinary opinion research, a 

large number of consumers were asked to indicate their preferences among 
three different package designs. 

The result : 62 per cent chose the most ornate design, 25 per cent the 
l ess extravagant one, and 12 per cent the simplest design. The consumer 
had spoken and it seemed like a green light for ornate design. 

But wait. In the real-life supermarket situation, away from the questioner 
who had asked them a direct question about their preferences, 72 per cent 
bought the package with the simplest design. 

How “Yes” Turns into “No” 

The average consumer’s answer to a direct question may be different from 
his real answer, as the above switch clearly shows. Does this mean that 
the consumer must remain unpredictable ? That package designers should 
only design boxes that give themselves satisfaction ? Does this indicate that 
testing must remain essentially a game of chance ? 

Packaging testing is a gamble only if the wrong techniques are used. For 
example, in the test discussed above, the following fallacies characteristic of 
conventional approaches to packaging research are evident : 

1. The consumers were forced to answer as “packaging experts” rather 
than as consumers. They were asked to make a value judgment of the 
package rather than a consumer’s choice. 

2. They were presented the package artificially, when in fact consumers 
can only respond in a psychologically valid way to the package in its com¬ 
petitive environment. 

3. All the social pressures of an interview situation are magnified by 
the direct question. The consumer seeks the most socially acceptable 
answer—the answer he feels will satisfy the interviewer, enhance his own 
status, and be in accord with his own self-image. 

The Motivational Answer 

Only in a store or supermarket situation can a real test of buyer attitudes 
be made. Here the consumer is not expected to answer questions; he 
merely shops in his usual way. By setting up an experimental super¬ 
market, researchers can make valid studies of consumer habits. 
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a ™ 0t , 1Va u ti0nal researc h laboratory supermarket the consumer is not 
aware of which package is being tested. He is simply invited by the inter¬ 
viewer to play the “shopping game” and to enter the model store as if he 
were on a normal shopping trip. 

He makes his purchase from among various brands of the same food pro¬ 
duct and he has the opportunity to select his favorite brand in the current 
or the proposed new package-both of which appear in equally favorable 

S°test 0 ed h 6 ShelVC V f ^ faMS t0 Pkk 6ither package the brand 
being tested, he is invited to “go back and make another purchase” until 

ne has finally chosen one of the packages being tested. 

After he has selected one of the packages being tested, he is given an 

oneTT * 3 PSycb ° logist who asks him about both packages-the chosen 
one and the rejected one. There are six steps in these interviews' 

to hk , T , he COnSumer is asked t0 teH everything that comes 

o his mind as he looks at the packages. On liquid bleach, for example : 

It reminds me of an ammonia bottle. I can smell the strong fumes just 

sha“TL^., (R,! “ mmenda,i0n ° f ,he rCSearch Kam: th ' 

Story “Look at this package and make up a story about it,” says the 

psycMog.st. Such a third-person story pertnits the consumer ,o express 
h^ true feelings without fear of offending anyone. P 

you*feel?” T ° ^ C ° l ° TS ’ ^ pSychologist asks: “ How d ° the colors make 
“Who* 0 ”' T ,° f Udy J he package ’ s Personality, the consumer is asked • 

In one study of deodorants, it was found that the package imposed buyers 

oLTT’ ^ pr ° duct itSelf was seen as masculine. This kind of 
contradiction often hurts sales 

i.s s 'r,i„„i, h e c; e ;rs,^r ations wi,h ,he sIosm are ^- 

r to ,e " t he 

box they think wouid most 

Validation of Laboratory Tests 

counts ref uTbyTraSlLr LTnd 7^'d 

the reasons for specific purchases d b d 1S marked t0 indicate 

the board according to categories • “remind? I”™ 868 h,S purchases on 
kind,” “substitute,” etc. ' mmded by brand ’” “ planned by 

Depth interviews (that is, extensive anH . 

ducted in the store by the interviewers. ? m§ erVleWs) are then con - 

More valuable information can hp nhtoir,^ * 

Families representing different age inm ^° m 3 pane ^ consumers. 

P ring amerent age, income, education, national and reli- 
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gious groups are asked to cooperate when a problem requires responses from 
specific individuals among the consuming population. 

On the preceding pages we have examined many of the practical and 
psychological aspects of the package designer’s art. These findings help to 
tell what makes a package come alive upon contact with the consumer. 
They form a blueprint for future design and testing. 

But this blueprint must be implemented by the skilled designers and 
craftsmen of the packaging industry. They alone are capable of translat¬ 
ing the needs and feelings of the consumer into patterns and planes, colors 
and type faces that satisfy these needs and feelings. 

If designers will continue to add to the three dimensions of their art the 
vital fourth dimension of consumer motivational psychology, the future of 
American packaging will seem promising indeed. 



27/ Pricing Policies for New Products 

Joel Dean 

Setting the optimum price for a new product is a critical and difficult manage¬ 
ment decision. In this article the author not only considers in some detail what 
steps to take in arriving at a “pioneer” price, but also discusses how knowledge 
of the product life cycle can be used in setting prices as the product moves through 
this cycle. 

How to price a new product is a top-management puzzle that is too 
often solved by cost-theology and hunch. This article suggests a pricing 
policy geared to the dynamic nature of a new product’s competitive status. 
Today s high rate of innovation makes the economic evolution of a new pro¬ 
duct a strategic guide to practical pricing. 

MARKET BEHAVIOR 

New products have a piotected distinctiveness which is doomed to pro- 
giessive degeneiation from competitive inroads. The invention of a new 
marketable specialty is usually followed by a period of patent protection 
when markets are still hesitant and unexplored and when product design is 
fluid. 1 hen comes a period of rapid expansion of sales as market acceptance 
is gained. Next the product becomes a target for competitive encroachment. 
New competitors enter the field, and innovations narrow the gap of dis¬ 
tinctiveness between the product and its substitutes. The seller’s zone of 
pricing discretion narrows as his distinctive “specialty” fades into a pedes¬ 
trian commodity ’ which is so little differentiated from other products that 
the seller has limited independence in pricing, even if rivals are few. 
Throughout the cycle, continual changes occur in promotional and price 

elasticity and in costs of production and distribution. These changes call for 
adjustments in price policy. 


au th o rs n°t e: For major assistance in preparing this article, I am indebted 
to Stephen Taylor of foel Dean Associates. Professors fames Bonbright and Carl 
S oup and Mr. Samuel Richman of the Graduate School of Business, Columbia 
University, were kind enough to read the manuscript and make helpful sugges- 
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Elements of Cycle. Appropriate pricing over the cycle depends on the 
development of three different aspects of maturity, which usually move in 
approximately parallel time paths: (1) technical maturity, indicated by 
declining rate of product development, increasing standardization among 
biands, and increasing stability of manufacturing processes and know¬ 
ledge about them ; (2) market maturity, indicated by consumer acceptance 
of the basic service idea, by widespread belief that the products of most 
manufacturers will perform satisfactorily, and by enough familiarity and 
sophistication to permit consumers to compare brands competently; and 

(3) competitive maturity, indicated by increasing stability of market shares 
and price structures. 

Of course, interaction among these components tends to make them move 
together. That is, intrusion by new competitors helps to develop the 
market, but entrance is most tempting when the new product appears to be 
establishing market acceptance. 

Speed of Degeneration. The rate at which the cycle of degeneration pro¬ 
gresses varies widely among products. What are the factors that set its pace? 
An overriding determinant is technical—the extent to which the economic 
environment must be reorganized to use the innovation effectively. The 
scale of plant investment and technical research called forth by the tele¬ 
phone, electric power, the automobile, or air transport makes for a long ges¬ 
tation period, as compared with even such major innovations as cellophane 
or frozen foods. Development comes fastest when the new gadget fills a 
new vacuum made to order for it. Electric stoves, as one example, have 
risen to 50% market saturation in the fast-growing Pacific North-west, 
where electric power has become the lowest cost energy. Products still in 
early developmental stages also provide rich opportunities for product 
differentiation, which with heavy research costs hold off competitive degene¬ 
ration. 

But aside from technical factors, the rate of degeneration is controlled by 
economic forces that can be subsumed under (1) rate of market acceptance 

and (2) ease of competitive entry. 

By market acceptance is meant the extent to which buyers consider the 
product a serious alternative to other ways of performing the same service. 
Market acceptance is a frictional factor. The effect of cultural lags may 
endure for some time after quality and costs make products technically 
useful. The slow catch-on of the “electric pig” (garbage-disposal unit) is an 
example. On the other hand, the attitude of acceptance may exist long 
before any workable model can be developed ; then the final appearance of 
the product will produce an explosive growth curve in sales. The antihist¬ 
amine cold tablet, a spectacular example, reflects the national faith in che¬ 
mistry’s ability to vanquish the common cold. And, of course, low unit 
price may speed market acceptance of an innovation ; ball-point pens an 
all-steel houses started at about the same time, but look at the difference 
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in their sales curves. 

Ease of competitive entry is a major determinant of the speed of degencr- 
ation of a specialty. An illustration is found in the washing machine busi¬ 
ness before the war, where with little basic patent protection the Maytag 
position was quickly eroded by small manufacturers who performed essenti¬ 
ally an assembly operation. The bail-point pen cascaded from a SI2 
novelty to a 49-cent “price football,” partly because entry barriers of patents 
and techniques were ineffective. Frozen orange juice, which started as a 
protected specialty of Minute Maid, is speeding through its competitive 
cycle, with competing brands now crowding into the market. 

At the outset the innovator can control the rate of competitive deteriora¬ 
tion to an important degree by nonprice as well as by price strategies. 
Through successful research in product improvement he can protect his 
specialty position both by extending the life of his basic patent and by keep¬ 
ing ahead of competitors in product development. The record of the Inter¬ 
national Business Machines punch-card equipment illustrates this potenti¬ 
ality. Ease of entry is also affected by a policy of stay-out pricing (so low 
as to make the prospects look uninviting), which under some circumstances 
may slow down the process of competitive encroachment. 

STEPS IN PIONEER PRICING 


nung problems start when a company finds a product that is a radical 
epaiture from ex.sting ways of performing a service and that is temporarily 
ptotected from competition by patents, secrets of production, control at the 
point of a scarce resource, or by other barriers. The seller here has a wide 
ange of pricing discretion resulting from extreme product differentiation. 

A good example of pricing latitude conferred by protected superiority of 
P^uct is provided by the McGraw Electric Company’s “Toastmaster,” 
which, both initially and over a period of years, was able to command a 
very substantial price premium over competitive toasters. Apparently this 
advantage resulted from (1) a good product that was distinctive and supe¬ 
rior, and (2) substantial and skillful sales promotion. Similarly, Sunbeam 
priced its electric iron $2 above comparable models of major firms with 
considerable success. And Sunbeam courageously priced its new metal 

coffee-maker at $32, much above competitive makes of glass coffee-makers, 
but it was highly successful. 

To get a picture of how a manufacturer should go about setting his price 
in the pioneer stage, let me describe the main steps of the process "(of course 
the classification is arbitrary and the steps are interrelated): (1) estimate of 
demand, (2) decision on market targets, (3) design of promotional strategy, 
and (4) choice of channels of distribution. 

Estimate of Demand. The problem at the pioneer stage differs from that 
in a relatively stable monopoly because the product is beyond the experience 
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of buyers and because the perishability of its distinctiveness must be 

reckoned with. How can demand for new products be explored ? How 

can we find out how much people will pay for a product that has never 

before been seen or used ? There are several levels of refinement to this 
analysis. 

The initial problem of estimating demand for a new product can be broken 
into a series of subproblems : (a) whether the product will go at all (assum¬ 
ing price is in a competitive range); (b) what range of price will make the 
product economically attractive to buyers ; (c) what sales volumes can be 
expected at various points in this price range ; and (d) what reaction will 
price produce in manufacturers and sellers of displaced substitutes. 

The first step is an exploration of the preferences and educability of con - 
t ys ^)f course in the light of the technical feasibility of the new 
product. How many potential buyers are there ? Is the product a practical 
device for meeting their needs ? How can it be improved to meet their 
needs better ? What proportion of the potential buyers would prefer, or 
could be induced to prefer, this product to already existing products (prices 
being equal) ? 

Sometimes it is feasible to start with the assumption that all vulnerable 
substitutes will be fully displaced. For example, to get some idea of the 
maximum limits of demand for a new type of reflecting-sign material, 
a company started with estimates of the aggregate number and area of auto 
licence plates, highway markers, railroad operational signs, and name signs 
for streets and homes. Next, the proportion of each category needing 
night-light reflection was guessed. For example, it was assumed that only 
rural and suburban homes could benefit by this kind of name sign, and the 
estimate of need in this category was made according.y. 

It is not uncommon and possibly not unrealistic for a manufacturer to 
make the blithe assumption at this stage that the product price will be 
“within a competitive range” without having much idea of what that range 
is. For example, in developing a new type of camera equipment, one of the 
electrical companies judged its acceptability to professional photographers 
by technical performance without making any inquiry into its economic 
value. When the equipment was later placed in an economic setting, the 
indications were that sales would be negligible. 

0 0 

The second step is marking out this competitive range of price. Vicari¬ 
ous pricing experience can be secured by interviewing selected distributors 
who have enough comparative knowledge of customers’ alternatives and pre¬ 
ferences to judge what price range would make the new product “a good 
value.” Direct discussions with representative experienced industrial users 
have produced reliable estimates of the “practical” range of prices. Manu¬ 
facturers of electrical equipment often explore the economic as well as the 
technical feasibility of a new product by sending engineers with blueprints 
and models to see customers, such as technical and operating executives. 
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In guessing the price range of a radically new consumers’ product of small 
unit value, the concept of barter equivalent can be a useful research guide. 
For example, a manufacturer of paper specialties tested a dramatic new pro¬ 
duct in the following fashion : A wide variety of consumer products totally 
unlike the new product were purchased and spread out on a big table. Con¬ 
sumers selected the products they would swap for the new product. By 
finding out whether the product would trade even for a dish pan, a towel, 
or a hairpin, the executives got a rough idea of what range of prices might 
strike the typical consumer as reasonable in the light of the values she could 
get for her money in totally different kinds of expenditures. 

But asking prospective consumers how much they think they would be 
willing to pay for a new product, even by such indirect or disguised methods, 
may often fail to give a reliable indication of the demand schedule. Most 
times people just do not know what they would pay. It depends partly on 
their income and on future alternatives. Early in the post-war period a 
manufacturer of television sets tried this method and got highly erratic and 
obviously unreliable results because the distortion of war shortages kept 
prospects from fully visualizing the multiple alternative ways of spending 
their money. Another deficiency, which may, however, be less serious than 
it appears, is that responses are biased by the consumer's confused notion 
that he is bargaining for a good price. Not until techniques of depth inter¬ 
viewing are more refined than they are now can this crude and direct method 

of exploring a new product’s demand schedule hold much promise of being 
accurate. 


One appliance manufacturer tried out new products on a sample of em¬ 
ployees by selling to them at deep discounts, with the stipulation that they 
could if they wished return the products at the end of the experiment period 
and get a refund of their low purchase price. Demand for frozen orange 
juice was tested by placing it in several markets at three different prices, 

ranging around the price of fresh fruit; the result showed rather low price 
elasticity. 

While inquiries of this sort are often much too short-run to give any real 
indication of consumer tastes, the relevant point here is that even such 
rough probing often yields broad impressions of price elasticity, particularly 
in relation to product variations such as styling, placing of controls, and use 
of automatic features. It may show, for example, that $5 of cost put into 
streamlining or chromium stripping can add $50 to the price. 

Th e third step, a more definite inquiry into the probable sales from several 

possMe pnees, starts with an investigation of the prices of substitutes. 

Usually the buyer has a choice of existing ways of having the same service 

performed; an analysis of the costs of these alternatives serves as a guide 
in setting the price for a new way. 

Comparisons are easy and significant for industrial customers who have 
a costing system to tell them the exact value, say, of a fork-lift truck in terms 
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of warehouse labor saved. Indeed, chemical companies setting up a research 

project to displace an existing material often know from the start the top 

price that can be charged for the new substitute in terms of cost of the 
present material. 

But in most cases the comparison is obfuscated by the presence of quality 
differences that may be important bases for price premiums. This is most 
tine of household appliances, where the alternative is an unknown amount 
of labor of a mysterious value. In pricing a cargo parachute the alternatives 
are: (1) free fall in a padded box from a plane flown close to the ground, (2) 
landing the plane, (3) back shipment by land from the next air terminal, or 
(4) land shipment all the way. These alternatives differ widely in their ser¬ 
vice value and are not very useful pricing guides. 

1 hus, it is particularly hard to know how much good will be done by 
making the new product cheaper than the old by various amounts, or how 
much the market will be restricted by making the new product more expen¬ 
sive. The answers usually come from experiment or research. 

The fourth step in estimating demand is to consider the possibility of retalia¬ 
tion by manufacturers of displaced substitutes in the form of price cutting. 
This development may not occur at all if the new product displaces only a 
small market segment. If old industries do fight it out, however, their in¬ 
cremental costs provide a floor to the resulting price competition and should 
'be brought into price plans. For example, a manufacturer of black-and- 
white sensitized paper studied the possibility that lowering his price would 
displace blueprint paper substantially. Not only did he investigate the prices 
of blueprint paper, but he also felt it necessary to estimate the out-of-pocket 
cost of making blueprint paper because of the probability that manufacturers 
already in the market would fight back by reducing pi ices toward t e eve 


of their incremental costs. , , , , 

Decision on Market Targets. When the company has developed some 

idea of the range of demand and the range of prices that are feasib e fo 

the new product, it is in a position to make some basic strategic deci no 

on market targets and promotional plans. To decide oni market ob,ect>v 

reouires answers to several questions: What ultimate market share « 

wanted for the new product? How does it fit into the present product 1. • 

What about production methods? What are the possible ^.button dia 

nels ? These are questions of joint costs in production ’ the 

plant expansion outlays, and of potentia production and selling 

company may not be eager to dis p P w But if the 

operations to capture and hold a large slice o e ne w jH be 

prospective profits shape up to a substantial new incom thc 
worthwhile to make the capital expenditures on plant needed 


full harvest. 

A basic factor in answering 
of production and distribution 


ese questions is the expected behavior 
The relevant data here are a P 
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duction outlays that will be made after the decision day—the capital expen¬ 
ditures as well as the variable costs. A go-ahead decision will hardly be made 
without some assurance that these costs can be recovered before the product 
becomes a football in the market. Many different projections of costs will 
be made, depending on the alternative scales of output, rate of market 
expansion, threats of potential competition, and measures to meet that 
competition that are under consideration. But these factors and the decision 
that is made on promotional strategy are interdependent. The fact is that this 
is a circular problem that in theory can only be solved by simultaneous 
equations. 

Fortunately, it is possible to make some approximations that can break 
the circle : Scale economies become significantly different only with broad 
changes in the size of plant and the type of production methods. This 
narrows the range of cost projections to workable proportions. The effects of 
using different distribution channels can be guessed fairly well without 
meshing the alternatives in with all the production and selling possibilities. 
The most vulnerable point of the circle is probably the decision on promo¬ 
tional strategy. The alternatives here are broad and produce a variety of 
results. The next step in the pricing process is, therefore, a plan for promotion. 

Design of Promotional Strategy. Initial promotion outlays are an investment 
in the product that cannot be recovered until some kind of market has been 

established. The innovator shoulders the burden of creating a market_ 

educating consumers to the existence and uses of the product. Later 
imitatois will never have to do this job; so, if the innovator does not want 
to be simply a benefactor to his future competitors, he must make pricing 
plans to recover his initial outlays before his pricing discretion evaporates. 

His basic strategic problem is to find the right mixture of price and pro¬ 
motion to maximize his long-run profits. He can choose a relatively high 
price in pioneering stages, together with extravagant advertising and dealer 
discounts, and plan to get his promotion costs back early; or he can use low 
prices and lean margins from the very outset in order to discourage potential 
competition when the barriers of patents, distribution channels or produc- 
t!on techmques become inadequate. This question is discussed further below. 

Choice of Channels of Distribution. Estimation of the costs of moving the 
new product through the channels of distribution to the final consumer must 
enter into the pricing procedure, since these costs govern the factory price 
that will result in a specified consumer price, and since it is the consumer 
price that matters for volume. Distributive margins are partly pure promo- 
lonal costs and partly physical distribution costs. Margins must at least 
cover the distributors’ costs of warehousing, handling and order taking. 

hese costs are similar to factory production costs in being related to 
p ysical capacity and its utilization, i.e., fluctuations in production or sales 
volume. Hence these set a floor to trade-channel discounts. But distributors 
usually also contribute promotional effort—in point-of-sale pushing, local 
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advertising and display—when it is made worth their while. 

These pure promotional costs are more optional. Unlike physical handling 
costs they have no necessary functional relation to sales volume. An added 
layer of margin in trade discounts to produce this localized sales effort (with 
retail price fixed) is an optional way for the manufacturer to spend his pros¬ 
pecting money in putting over a new product. 

In establishing promotional costs, the manufacturer must decide on the 
extent to which the selling effort will be delegated to members of the dis¬ 
tribution chain. Indeed, some distribution channels, such as house-to-house 
selling and retail store selling supplemented by home demonstrators, 
represent a substantial delegation of the manufacturer’s promotional job, 
and these usually involve much higher distribution-channel costs than do 
conventional methods. Rich distributor margins are an appropriate use of 
promotion funds only when the producer thinks a high price plus promotion 
is a better expansion policy on the specialty than low price by itself. Thus 
there is an intimate interaction between the pricing of a new product and the 
costs and the problems of floating it down the distribution channels to the 
final consumer. 


POLICIES FOR PIONEER PRICING 

The strategic decision in pricing a new product is the choice between (1) a 
policy of high initial prices that skim the cream of demand and (2) a policy 
of low prices from the outset serving as an active agent for market penetra 
tion. Although the actual range of choice is much wider than this, a sharp 

dichotomy clarifies the issues for consideration. 

Skimming Price . For products that represent a drastic departure from 

accepted ways of performing a service, a policy of re ative y ig P ri 
coupled with heavy promotional expenditures in t e ear y s ages o 
development (and lower prices at later stages) has proved successful for man, 
products. There are several reasons for the success of this policy . 

(1) Demand is likely to be more inelastic with respect to price in the y 
stages than it is when the product is full grown. This .s particularly true fo 
consumers’ goods. A novel product, such as the electric blanket or the electr c 
pig, is not yet accepted as a part of the expenditure pattern. Consume s a 
still ignorant about its value as compared with the value of conventional 
alternatives. Moreover, at least in the early stages, the product has 

close rivals that cross-elasticity of demand is low. Promotional elasticity 
is, on the other hand, quite high, particularly for products with high unit 
prices such as television sets. Since it is difficult for the customer to value 
the service of the product in a way to price it intelligently, he is by defau 

principally interested in how well it will work. . . , . fnr 

(2) Launching a new product with a high price is an efficient de 
breaking the market up into segments that differ in price elas 1 1 y 
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demand. The initial high price serves to skim the cream of the market that 
is relatively insensitive to price. Subsequent price reductions tap succes¬ 
sively more elastic sectors of the market. This pricing strategy is exemplified 
by the systematic succession of editions of a book, sometimes starting with 
a $50 limited personal edition and ending up with a 25-ccnt pocket book. 

(3) This policy is safer, or at least appears so. Facing an unknown elasticity 

of demand, a high initial price serves as a “refusal” price during the stage of 

exploration. How much costs can be reduced as the market expands and as 

the design of the product is improved by increasing production efficiency 

with new techniques is difficult to predict. One of the electrical companies 

recently introduced a new lamp bulb at a comparatively high initial price, 

but with the announcement that the price would be reduced as the company 
found ways of cutting its costs. 

(4) Many companies are not in a position to finance the product flotation 
out of distant future revenues. High cash outlays in the early stages result 
from heavy costs of production and distributor organizing, in addition to the 
promotional investment in the pioneer product. High prices are a reason¬ 
able financing technique for shouldering these burdens in the light of the 
many uncertainties about the future. 

Penetration Price. The alternative policy is to use low prices as the prin¬ 
cipal instrument for penetrating mass markets early. This policy is the 
reverse of the skimming policy in which the price is lowered only as short- 
run competition forces it. The passive skimming policy has the virtue of 
safeguaiding some profits at every stage of market penetration. But it pre¬ 
vents quick sales to the many buyers who are at the lower end of the income 
scale or the lower end of the preference scale and who, therefore, are unwilling 
to pay any substantial premium for product or reputation superiority. The 
active approach in probing possibilities for market expansion by early pene¬ 
tration pricing requires research, forecasting and courage. 

A decision to price for market expansion can be reached at various stages 

in a product’s life cycle: before birth, at birth, in childhood, in adulthood, 

or in senescence. The chances for large-volume sales should at least be 

explored in the early stages of product development research, even before 

t e pilot stage, perhaps with a more definitive exploration when the product 

goes into production and the price and distribution plans are decided upon. 

And the question of pricing to expand the market, if not answered earlier, 

will probably arise once more after the product has established an elite 
market. 

Quite a few products have been rescued from premature senescence by 
pricing them low enough to tap new markets. The reissues of important books 

tu thC , 25 " Cent P° cket -book category illustrate this point particularly well, 
these have produced not only commercial but intellectual renascence as 
we 1 to many authors. The pattern of sales growth of a product that had 
reached stability in a high-price market has been known to undergo sharp 
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changes when it was suddenly priced low enough to tap new markets. A con¬ 
trasting illustration of passive policy is the recent pricing experience of the 
airlines. Although safety considerations and differences in equipment and 
service cloud the picture, it is pretty clear that the bargain-rate coach fares 
of scheduled airlines were adopted in reaction to the cut rates of non- 
scheduled airlines. This competitive response has apparently established 
a new pattern of traffic growth for the scheduled airlines. 

An example of penetration pricing at the initial stage of the product’s 
market life, again from the book field, is Simon & Schuster’s recently adopted 
policy of bringing out new titles in a $1, paper-bound edition simultaneously 
with the conventional higher priced, cloth-bound edition. 

What conditions warrant aggressive pricing for market penetration? This 


question cannot be answered categorically, but it may be helpful to generalize 
that the following conditions indicate the desirability of an early low-price 
policy: (1) a high price-elasticity of demand in the short-run, i.e., a high 
degree of responsiveness of sales to reductions in price; (2) substantial savings 
in production costs as the result of greater volume—not a necessary condi¬ 
tion, however, since if elasticity of demand is high enough, pricing for market 
expansion may be profitable without realizing production economies; (3) 
product characteristics such that it will not seem bizarre when it is fust 
fitted into the consumers’ expenditure pattern; (4) a strong threat of poten¬ 
tial competition. 

This threat of potential competition is a highly persuasive reason for pene¬ 
tration pricing. One of the major objectives of most low-pricing policies in 
the pioneering stages of market development is to raise entry barriers to 
prospective competitors. This is appropriate when entrants roust 
large-scale investments to reach minimum costs and they cannot s ip in o 

established market by selling at substantial discounts. . 

In many industries, however, the important potential competitor « a large. 

multiple-product firm operating as well in other fields than that 
bv the product in question. For such a firm, the most important cona¬ 
tion for entry is not existing margins but the prospect of large and growing 
volume of sales. Present margins over costs are not the dommant cons.dera¬ 
tion because such firms are normally confident that they can ge their costs 
down as low as competitors’ costs if the volume of production is large. There¬ 
fore, when total industry sales are not expected to amount to much, a h.g 
margin policy can be followed because entry is improbable in view ofE the 
expectation of low volume and because it does not matter too much to 

potential competitors if the new product is introduced. 

The fact remains that for products whose market potential a PP car ^ lg ’ 
policy of stay-out pricing from the outset makes much more ^ ense ‘ , 

leading soap manufacturer developed an additive that w itene c 
enhanced the brilliance of colors, the company chose to take its gai 
larger share of the market rather than in a temporary price premium. 
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a decision was sound, since the company’s competitors could be expected to 
match or better the product improvement fairly promptly. Under these 
circumstances, the price premium would have been short-lived, whereas 
the gains in market share were more likely to be retained. 

Of course, any decision to start out with lower prices must take into account 
the fact that if the new product calls for capital recovery over a long period, 
the risk may be great that later entrants will be able to exploit new produc¬ 
tion techniques which can undercut the pioneer’s original cost structure. 
In such cases, the low-price pattern should be adopted with a view to long- 
run rather than to short-run profits, with the recognition that it usually 
takes time to attain the volume potentialities of the market. 

It is sound to calculate profits in dollar terms rather than in percentage 
margins and to think in terms of percentage return on the investment 
required to produce and sell the expanded volume rather than in terms of 
percentage mark-up. Profit calculations should also recognize the contri¬ 
butions that market-development pricing can make to the sale of other 


products and to the long-run future of the company. Often a decision to 
use development pricing will turn on these considerations of long-term 
impacts upon the firm’s total operation strategy rather than on the profits 
directly attributable to the individual product. 

An example of market-expansion pricing is found in the experience of a 
producer of asbestos shingles, which have a limited sale in the high-price 
house market.. The company wanted to broaden the market in order to 
compete effectively with other roofing products for the inexpensive home. 
It tried to find the price of asphalt shingles that would make the annual cost 
per unit of roof over a period of years as low as the cheaper roofing that 
currently commanded the mass market. Indications were that the price 
would have to be at least this low before volume sales would come. Next, 
he company explored the relationship between production costs and 
volume, far beyond the range of its own volume experience. Variable costs 

difwT* C0StS We f estimated separately, and the possibilities of a 
d fferent organization of production were explored. Calculating in terms of 

an lcipated dollars of profit rather than in terms of percentage margin, the 

ompany reduced the price of asbestos shingles and brought the annual 

cost down close to the cost of the cheapest asphalt roof. This reduction 
ma°ss U market. rea y V ° 1Ume ^ SeCUred 3 substantiaI share of the 


PRICING IN MATURITY 

th J° dctei ™ lne w,1 at pricing policies are appropriate for later stages in 

able to tell X ^ C ° mpetitivc maturit V- the manufacturer must be 
able to tell when a product is approaching maturity. Some of the svmntoms 

of degeneration of competitive status toward the commodity lefel are : 


42 
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(1) Weakening in brand preference —this may be evidenced by a higher 
cross-elasticity of demand among leading products, the leading brand not 
being able to continue demanding as much price premium as initially with¬ 
out losing position ; 

(2) Narrowing physical variation among products as the best designs are 
developed and standardized —this has been dramatically demonstrated in 
automobiles and is still in process in television receivers ; 

(3) The entry in force of private-label competitors —this is exemplified by 
the mail-order houses’ sale of own-label refrigerators and paint sprayers; 

(4) Market saturation —the ratio of replacement sales to new equipment 
sales serves as an indicator of the competitive degeneration of durable 
goods, but in general it must be kept in mind that both market size and 
degree of saturation are hard to define (e.g., saturation of the radio market, 
which was initially thought to be one radio per home and later had to be 
expanded to one radio per room); 

(5) The stabilization of production methods —a dramatic innovation that 
slashes costs (e.g., prefabricated houses) may disrupt what appears to be a 
well-stabilized oligopoly market. 

The first step for the manufacturer whose specialty is about to slip into 
the commodity category is to reduce real prices promptly as soon as 
symptoms of deterioration appear. This step is essential if he is to forestall 
the entry of private-label competitors. Examples of failure to make such a 
reduction are abundant. By and large, private-label competition has speeded 
up the inevitable evolution of high specialties into commodities and has 
tended to force margins down by making price reductions more open and 
more universal than they would otherwise be. From one standpoint, the 
rapid growth of the private-label share in the market is a symptom of 
unwise pricing on the part of the national-brand sector of the industry.. 

This does not mean that the manufacturer should declare open price 
war in the industry. When he moves into mature competitive stages, he 
enters oligopoly relationships where price slashing is peculiarly dangerous 
and unpopular. But, with active competition in prices precluded, competi¬ 
tive efforts may move in other directions, particularly toward product 
improvement and market segmentation. Product improvement at this stage, 
where most of the important developments have been put into all brands, 
practically amounts to market segmentation. For it means adding refine¬ 
ments and quality extras that put the brand in the elite category, with an 
appeal only to the top-income brackets. This is a common tactic in food 
marketing, and in the tire industry it was the response of the General Tire 

Company to the competitive conditions of the 1930 s. 

As the product matures and as its distinctiveness narrows, a choice mus 
sometimes be made by the company concerning the rung of the competitive 
price ladder it should occupy—roughly, the choice between a low an 
not-so-low relative price. 
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A price at the low end of the array of the industry’s real prices is usually 
associated with a product mixture showing a lean element of services and 
reputation (the product being physically similar to competitive brands, 
however) and a company having a lower gross margin than the other industry 
members (although not necessarily a lower net margin). The choice of such 
a low-price policy may be dictated by technical or market inferiorities of 
the product, or it may be adopted because the company has faith in the 
long-run price elasticity of demand and the ability of low prices to pene¬ 
trate an important segment of the market not tapped by higher prices. The 
classic example is Henry Ford's pricing decision in the 1920’s. 

SUMMARY 


In pricing products of perishable distinctiveness, a company must study 

the cycle of competitive degeneration in order to determine its major 

causes, its probable speed, and the chances of slowing it down. Pricing in 

the pioneering stage of the cycle involves difficult problems of projecting 

potential demand and of guessing the relation of price to sales. The first 

step in this process is to explore consumer preferences and to establish the 

feasibility of the product in order to get a rough idea of whether demand 

will warrant further exploration. The second step is to mark out a range 

of prices that will make the product economically attractive to buyers. The 

third step is to estimate the probable sales that will result from alternative 
prices. 


If these initial explorations are encouraging, the next move is to make 
decisions on promotional strategy and distribution channels. The policy of 
1 datively high prices in the pioneering stage has much to commend it, 
particularly when sales seem to be comparatively unresponsive to price 
but quite responsive to educational promotion. On the other hand, the 
policy of relatively low prices in the pioneering stage, in anticipation of the 
cost savings resulting from an expanding market, has been strikingly success¬ 
ful under the right conditions. Low prices look to long-run rather than 
s lort-run profits and discourage potential competitors. 

fnfwno ' n . tlle rnsture stages of a product’s life cycle requires a technique 

in this <Sa Z T H hen r a P roduct is approaching maturity. Pricing problems 
in this stage border closely on those of oligopoly. 



28 / Bayesian Decision Theory in 
Pricing Strategy 

Paul E. Green 


The Bayesian approach to decision-making under uncertainty provides manage¬ 
ment with an explicit framework for choosing the best course of action. To 
date, however, there has been little evidence of how this approach worked out 
when applied to a real world problem. This article shows the value of using 
Bayesian statistics in the selection of a “best” pricing policy for a firm in an 
oligopolistic industry. 

Since the publication of Robert Schlaifer’s pioneering work, Probability and 
Statistics for Business Decisions} the Bayesian approach to decision-making 
under uncertainty has received much comment, pro and con, by theoretical 
and applied statisticians alike. 

However, in contrast to the large number of theoretical contributions being 
made to decision theory in general and Bayesian statistics in particular, re¬ 
ported applications of these procedures to real-world problem situations have 
been rather meagre. Applications appear especially lacking in the marketing 
field. 

In highly oversimplified terms, the Bayesian approach to decision-making 
under uncertainty provides a framework for explicitly working with the econo¬ 
mic costs of alternative courses of action, the prior knowledge or judgments 
of the decision maker, and formal modification of these judgments as addi¬ 
tional data are introduced into the problem. 

In the Du Pont Company, the decision theory approach, often augmented by 

computer simulation, has been used experimentally over the past few 
years in a variety of market planning applications, ranging from capacity 
expansion problems to questions concerning the introduction of new products 
and long-range price and promotional strategy. The application to follow con- 

1 Robert Schlaifer, Probability and Statistics for Business Decisions (New York : 
Mc-Graw-Hill Book Co., Inc., 1959). In addition, two excellent general articles dealrng 
with the Bayesian approach are : Harry V. Roberts, “The New Business Stat.st.es, 
Journal of Business, Vol. 33 (January, 1960), pp. 21-30, and Jack H.rshleifer, 
Bayesian Approach to Statistical Decision—An Exposition,” Journal of Business, vo . 

(October, 1961), pp. 471-489. 

Source: From Journal of Marketing, national quarterly publication of t 

American Marketing Association; vol. 27, January, 1963, pp. - •' 

Green: Market planning and marketing research activities, Textiles Fibers 

partment, E. I. Du Pont de Nemours & Co., Inc. 
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cerns the use of Bayesian theory in the selection of a “best” pricing policy for 
a firm in an oligopolistic industry where such factors as demand elasticity, 
competitive retaliation, threat of future price weakness, and potential entry 
of new competitors influence the effectiveness of the firm’s courses of action. 
Although the content of this case is apocryphal, its structure has been com¬ 
pounded from actual situations. 

No attempt will be made to describe even superficially all of the many facets 
of the Bayesian approach to decision-making under uncertainty. The content 
of this article is focused on only two main considerations. 

First, in dealing with actual marketing situations, for example, pricing prob¬ 
lems, the opportunity to obtain field information may be non-existent. Second, 
in dealing with actual marketing problems, the complexity of the situation may 

force the analyst to develop a problem structure in much greater detail than 
has been described in the literature. 


AN ILLUSTRATIVE APPLICATION 

Since early 1955, the Everclear Plastics Company had been producing a resin 
called Kromel, basically designed for certain industrial markets. In addition 
to Everclear, three other firms were producing Kromel resin. Prices among 
all four suppliers (called here the Kromel industry) were identical ; and pro¬ 
duct quality and service among producers were comparable. Everclear’s cur¬ 
rent share of Kromel industry sales amounted to 40%. 

Four industrial end uses comprised the principal marketing area for the 
Kromel industry. These market segments will be labelled A B C and D 
Three of the four segments (B, C, and D) were functionally dependent’ on seg¬ 
ment A in the sense that Kromel’s ultimate market position and rate of 

approach to this level m each of these three segments was predicated on the 
resin s making substantial inroads in segment A 

The Kromel industry’s only competition in these four segments consisted of 

r,t Sr ,„7 S , m v a led , Verl0n ’ WhiCh was - other firmsShares 

Of the total Verlon-Kromel market (weighted sums over all four segments) 

i™ y rir° d fL?\ Verl0n industry ’ and 30 % Krome l industry. Since its 

Kromel had" enabled tW funCt[ °™' characteristics per dollar cost of 

Kromel had enabled this newer product to displace fairly large pounda°es of 
Verlon in market segments B, C, and D. pounua^es ot 

no?ten ! mca ° nal su <*' M y pot Poller cost ot Kromel had 

* -St 

weakness^ Kromi ‘ 96 °’ “ T""* Cve,dear ' a "ranagLen. that future 

increases on the part ofThel^'s 

p oi me nrm s Kromel competitors suggested that in the 
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next year or two potential industry supply of this resin might significantly 
exceed demand, if no substantial market participation for the Kromel industry 
were established in segment A. In addition, it appeared likely that potential 
Kromel competitors might enter the business, thus adding to the threat of 
oversupply in later years. 

Segment A, of course, constituted the key factor. If substantial inroads 
could be made in this segment, it appeared likely that Kromel industry sales 
growth in the other segments not only could be speeded up, but that ultimate 
market share levels for this resin could be markedly increased from those 
anticipated in the absence of segment A penetration. To Everclear's sales 
management, a price reduction in Kromel still appeared to represent a 
feasible means to achieve this objective, and (even assuming similar price 
reductions on the part of Kromel competitors) perhaps could still be profit¬ 
able to Everclear. 

However, a large degree of uncertainty surrounded both the overall attrac¬ 
tiveness of this alternative, and under this alternative the amount of the 
price reduction which would enable Kromel to penetrate market segment A. 

PROBLEM STRUCTURING AND 
DEVELOPMENT OF THE MODEL 

Formulation of the problem required a certain amount of artistry and 
compromise toward achieving a reasonably adequate description of the pro¬ 
blem. But it was also necessary to keep the structure simple enough so that 
the nature of each input would be comprehensible to the personnel respon¬ 
sible for supplying data for the study. 

Problem components had to be formulated, such as: (a) length of planning 
period ; (b) number and nature of courses of action ; (c) payoff functions ; 
and (d) states of nature covering future growth of the total Verlon-Kromel 
market, inter-industry (Kromel vs. Verlon) and intra-Kromel industry effects 
of a Kromel price change, implications on Everclear s share of the total 

Kromel industry, and Everclear’s production costs. 

Initial discussions with sales management indicated that a planning period 
of five years should be considered in the study. While the selection of five 
years was somewhat arbitrary, sales personnel believed that some reper¬ 
cussions of a current price reduction might well extend over several years 

into the future. 

A search for possible courses of action indicated that four pricing alterna¬ 
tives covered the range of actions under consideration ; 

1. Maintenance of status quo on Kromel price, which was $1.00/lb. 

2. A price reduction to $.93/lb. within the next three months. 

3. A price reduction to $.85/lb. within the next three months. 

4. A price reduction to $.80/lb. within the next three months. 

- Inasmuch as each price action would be expected to produce a different 
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time pattern in the flow of revenues and costs, and since no added investment 
in production facilities was contemplated, it was agreed that cumulative, 
compounded net profits over the 5-year planning period would constitute 
a relevant payoff function. In the absence of any unanimity as to the 

Table 1 Subjective Probabilities and Data Estimates Associated 
with Everclear's Pricing Problem 


1. If Kromel price remained at Sl.OO/pound and market segment A were not penetrated, what 

market snare pattern for Kromel industry sales pounds would obtain in segments B, C, 
and D .' 


Base Assumption—Kromel Industry Share 



Segment B 

Segment C 

1961 

57.0% 

40.0 % 

1962 

65.0 

50.0 

1963 

75.0 

80.0 

1964 

76.0 

84.0 

1965 

76.0 

84.0 


Segment D 

42.0% 

44.0 

46.0 

48.0 

50.0 


2. If Kromel price remained at 
penetrate market segment A 


■ji.w/puunu, 

9 






Probability of Penetration —Segment A 


1961 

1962 

1963 

1964 

1965 


.05 

.10 

.20 

.25 

.40 


3 ‘ ,V n ? er P r !f e strate 8 ies S-93/pound, S.85/pcund, and S.80/ pound, what is the probability of 
Verlon industry price retaliation ; and given the particular retaliation (shown below), what 
is the probability that Kromel would still penetrate market segment A ? 

__ Pricing Case (entries are probabilities) 

Verlon Industry Retaliation 

Full match of Kromel price reduction 

Half match of Kromel price reduction 
Stand pat on price 


S .93 Case 

.05 

.60 

.35 


$ .85 Case 

.15 

.75 

.10 


S .80 Case 

.38 

.60 

.02 


PelTtratcVjgmeZ 'a'’ 0 " Re,alia,ory Ac,ion ' ,he Probability that Kromel Would Still 


1961 

1962 

1963 

1964 

1965 

Full 

Match 

$.95 Case 

Half 

Match 

Stand 

Pat 

Full 

Match 

$.8 5 Case 

Half 

Match 

Stand 

Pat 

Full 

Match 

S.80 Case 

Half 

Match 

Stand 

Pat 

.15 

.25 

.35 

.60 

.65 

.20 

.30 

.40 

.65 

.70 

.35 

.60 

.65 

.75 

.80 

.20 

.30 

.40 

.70 

.75 

.40 

.60 

.65 

.75 

.80 

.80 

.90 

.95 

.98 

.98 

.75 
.80 
.85 
.90 
.95 _ 

.80 

.85 

•90 

.95 

.98 

.90 

.95 

1.00 

1.00 

1.00 


woufd'obtain'therspTdficfsha^e'of'thi^segmem^a^durinEVh'e ,hat Kromel 

<b) during the second year of participatfon ? 8 firSt year of penc,ra,10n - and 


Share 


First year 


Second year 





.15 

.35 

.40 

.10 


.00 

.00 

.00 

1.00 
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5. If Kromcl penetration of market segment A were effected, what impact would this event 
have on speeding up Kromel industry participation in segments B, C, and D ? 

Segment B Would speed up market participation one 3 ’ear from base assumption shown 

under point 1 of this Table. 

Segment C—Would speed up market participation one year from base assumption shown 

under point 1 of this Table. 

Segment D Kromel would move up to 85% of the market in the following year, and would 

obtain 100% of the market in the second year following penetration of 
segment A. 

6. Under the price reduction strategies, if Kromel penetration of market segment A were not 
accomplished, what is the probability that Kromel industry participation in segments B, C, 
and D (considered as a group) would still be speeded up one year from the base assumption 
shown under point 1 of this Table ? 


Probability of Speed up 


$.95 Case 

.45 

$.85 Case 

.60 

$.80 Case 

.80 


1. If Kromel price at the end of any given year were $. 1.00/pound, $.93/pound, $.85/pound, or 
$.80/pound respectively, and if market segment A were not penetrated, what is the probabi¬ 
lity that present competitive Kromel producers would take the specific price action shown 
below ? 


If Kromel Price Action Probability 


(d) $1.00/pound SI.00/pound .15 

.93 .80 

.85 .05 

.80 .00 

@ $.93/pound .93 .80 

.85 .20 

.80 .00 

@ S.85/pound .85 1.00 

.80 .00 

@ S.80/pound .80 1.00 


8. Under each of the four price strategies, what is the probability that competitive (present or 
potential) Kromel producers would add to or initiate capacity (as related to the price pre¬ 
vailing in mid-1961) in the years 1963 and 1964 ? (No capacity changes were assumed in 
1965.) 


Competitor 

$1,001 pound 

$.93/pound 

$.85/pound 

$.80/pound 

R 

.50 

.20 

.05 

.00 

/X 

s 

.90 

.75 

.50 

.20 

T 

.40 

.10 

.05 

.00 

IJ 

.70 

.50 

.25 

.00 

V 

.70 

.50 

.25 

.00 


Timing and Amount Available Beginning of Year 


Competitor 


1963 


1964 


r 10 million pounds 20 million pounds 

S 12 20 



“correct” opportunity cost of capital, it was decided to use two interest 
rates of 6% and 10% annually in order to test the sensitivity of outcomes to 
the cost of capital variable. 
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Another consideration came to light during initial problem discussions. 
Total market growth (for the Kromel or Verlon industry) over the next five 
years in each market segment constituted a “state of nature” which could 
impinge on the Everclear’s profit position. Accordingly, it was agreed to 
consider three separate forecasts of total market growth, a “most probable, 
optimistic, and pessimistic” forecast. 

From these assumptions a base case was then formulated. This main 
case would first consider the pricing problem under the most probable fore¬ 
cast of total Verlon-Kromel year-by-year sales potential in each segment, 
using an opportunity cost of capital of 6% annually. The two other total’ 
market forecasts and the other cost of capital were then to be treated as 
sub-cases, in order to test the sensitivity of the base case outcomes to varia¬ 
tions in these particular states of nature. 

However, inter- and intra-industry alternative states of nature literally 

abounded in the Kromel resin problem. Sales management at Everclear had 
to consider such factors as: 

1. The possibility that Kromel resin could effect penetration of market 
segment A if no price decrease were made. 

2. If a price decrease were made, the extent of Verlon retaliation to be 
anticipated. 

3. Given a particular type of Verlon price retaliation, its possible impact 
on Kromel’s penetration of segment A. 

4. If segment A were penetrated, the possible market share which the 
Kromel industry could gain in segment A. 

5. If segment A were penetrated, the possible side effects of this event on 
speeding up Kromel’s participation in market segments B, C, and D. 

6. If segment A were not penetrated, the impact which the price reduction 
could^ still have on speeding up Kromel’s participation in segments B C, 


If foment A were not penetrated, the possibility that existing Kromel 
competitors would initiate price reductions a year hence. 

ci l T e P° Ssible impact of ^ current Kromel price reduction on the deci- 
the industry ^ ° T P ° tential Kromel producers to increase capacity or enter 


(cumulativp UrSeS °* len§tb P lannin g period, and the payoff measure 

? r pr0fits) tor the base “se had fairly 

states of Lhin. * ’ . h ', larg ' number of inter-and intra-Kromel industry 

discussion” wM e“"Ts^ pe^ ^ >“ g ‘ by 

menMn'order i "' r “ dl “; t0ry sessio , ns were Md with Everclear's sales manage- 
ment in order to develop a set of states of nature large enoueh to renresent 

the Sc° f ,' he re :' pr0b,e ”' yet ™>,1 enough to be com- 

sessions were helH wifi! ^ S& CS personneI * Next, separate interview 
sessions were held with two groups of Everclear’s sales personnel; subjective 
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probabilities regarding the occurrence of alternative states of nature under 
each course of action were developed in these sessions. A final session was 
held with all contributing personnel in attendance; each projection and/or 
subjective probability was gone over in detail, and a final set of ground rules 

for the study was agreed upon. A description of these ground rules appears 

in Table 1. 

USE OF TREE DIAGRAMS 


were associated with 

mter-and intra-industry factors necessitated the construction of “tree dia- 
grams” for each pricing alternative. These diagrams enabled sales manage¬ 
ment to trace the implications of their assumptions. Figure I shows a portion 
of one such tree diagram. 

A word of explanation concerning interpretation of the probability tree is 

in order. The two principal branches underneath the $1.00 case refer to the 

event of whether or not Kromel penetrates segment A in the first year of 

the planning period. Sales personnel felt that a 5% chance existed for pene¬ 
tration, hence the figure .05000 under A. 

However if A were penetrated, four market participations were deemed 

an? L 25 ’ 5 °’ 75 3nd 100% can 'y>ng the conditional probabilities of .15, .35 
•40 and .10 respectively. 

nrJH U S C f i0 a n ° f e3Ch conditional Probability, in turn, by the .05 marginal 
of the b chJrt eadS t0 the f ° Ur ,01nt probabilities noted in the upper left portion 

hi£! Xt ’r if £ r ° mel did n0t penetrate £e gment A during the first year, a proba- 

wouH rln’ 80 W3S attached t0 the event that competitive Kromel producers 

rs r dU u pnc t t0 $ - 93/lb - Multi P ] y in g the conditional probability of .80 

penetrate^ppm 10 * a ' 76 ,°° 0 P robab *l>ty assigned to the joint event, “did not 
P h segment A and Kromel price was reduced to $.93/lb.” 

tob^^Td 1 Pr ' Ce W6re fedUCed t0 S ' 93/lb ” Verlon retaliation had 
tree branches l’n th g probabilities a ^gned to the next set of 

possible outcomes nf probablht,es were built up for each of the over-400 
noted i„ Table 1 ^ by appropriate application of the ground rules 

vatae m cTS^ r ?^ I S nCXt construct ed for determining the expected 
strategy* See tble 2 ’ C ° mp ° Unded net under each price 

tio^wasTrstlaTrTpd 116 ^ for an electronic computer. The simula- 

Kromel market growth" and cost of' *** 

which these a cc„mnt;n • Capita ’ Addltl onal runs were made in 

wniLii unese assumptions were varied. 
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RESULTS OF THE COMPUTER SIMULATIONS 

The computer run for the base case showed some interesting results for the 
relevant variables affecting Everclear’s cumulative, compounded net profits 
position at the end of the planning period. These results are portrayed in 
Figure 2 through 4. 

Figure 2 Cumulative Probability of KromeVs Penetra¬ 
tion of Market Segment A (As a Function of Time and 
Initial Price) . ° 


Probability 



Year End 
(Coded data) 

Figure 2 summarizes the cumulative probability of Kromel’s penetration of 
market segment A (the critical factor in the study) as a function of time, under 
each pricing strategy. As would be expected, the lowest price strategy, the 
$.80 case, carried the highest probability of market penetration. However, the 
cumulative probability approached 1, that all price strategies would eventually 
effect penetration of market segment A by the end of the simulation perio . 
This behavior stems from the impact of price decreases assumed to be initiate 
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by Kromel competitors (if penetration were not initially effected under the 
original price strategies) which in turn changed the probability of KromePs 
penetration of segment A in later years, since this probability was related to 
price. 

Figure 3 shows the expected incremental sales dollars (obtained by subtract¬ 
ing the expected outcomes of the $1.00 case , used as a reference base, from the 

Figure 3 Kromel Sales Volume—Everclear Plastics 
Co. (Incremental Sales Dollars Generated over $1.00 
Case) 

Millions of 
Saks Dollars 



Year End 
(Coded data) 


rrrTaLirx' zzttXz cases ~— 
s: rz szzr ,h ; fr educti ™ “ 

can be noted near the end of the simulation period, this tapering oil is 
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less pronounced than that which would be experienced by the total Kromel 
industry. • : 

The reason for this different pattern is that the price reduction strategies 
(by reducing the probability of future capacity expansion on the part of existing 
and potential Kromel competitors) led to gains in Everclear’s market share, 
relative to market share under the $1-00 case. These increases in Everclear’s 
market share, under the price reduction strategies, partially offset the decline 
in incremental sales dollar gains (experienced by the Kromel industry near the 
end of the period) and thus explain' the difference in sales patterns that would 
be observed between Everclear and the Kromel industry. 


Table 2 Kromel Model—Expected Value of Cumulative, 
Compounded Net Profits 



The mathematical model used to determine the expected values of Everclear s 
cumulative, compounded net profits was follows : 


n m 

CCN(X k )= E Pj - E [(l + r^-iTUDij-ZyXKyMij)}] 

j = l i=l 

Zij = <f> (KijMjj) 

CCN (Xk) = Expected value of Everclear’s cumulative, compounded net profits 

under each Xk price strategy (k = l,...,4). 

Pj = Probability assigned to the j th outcome (j = l» 2,..., n). 
r = Interest rate per annum, expressed decimally. 

T = Ratio of net to gross profits of Everclear’s Kromel operation (assumed 

constant in the study). , . . 

Djj = Kromel price $/pound in the i th year (i = l, 2, ..., m) for the i 

outcome. . . . . 

Zij = Cost in $/pound of Everclear’s Kromel resin in the i th year for the 

j th outcome. (This cost is a function of the amount of Kromel pounds 

sold by Everclear.) 

<f> = Function of. 

Kij = Everclear’s overall market share of Kromel Industry sales (in pounds) 
in the i th year for the j th outcome (expressed decimally). 

Mij = Kromel Industry poundage (summed over all four market segments) 
in the i th year for the j th outcome. . 



Figure 4 summarizes the behavior of Everclear’s average, year-by-year (con 1 
pounded) net profits performance again on an incremental basis compare o 
the $1.00 case. As would be expected, time lags in the penetration o * e S me 
A, under the price reduction strategies, result in an early profit pena y <* 
pared to the $1.00 case. This penalty is later overbalanced by the addition 
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sales dollars accruing from earlier (on the average) penetration of segment A 
under the price reduction strategies versus the status quo price case. 

Figure 4 Compounded Year-by-year Net Profits of 
Everclear Plastics Co. (Compound Rate Equals 6% 

Annually) 

Millions of 
Dollars 



Year end (coded data) 


The overall performance of each pricing strategy on: Everclear’s cumulative, 

compounded net profits position (expected value basis) at the end of the 

5-year planning period is shown in Table 3. These values were obtained by 
application of the formula shown in Table 2. 

Table 3 shows that all of the price reduction strategies yield expected 
payoffs wh.ch exceed the $1.00 case. These additional profits stem from two 
principal sources: (a) the higher profits generated in the middle portion of 
the planning period, as a function of the increased probability of effecting 
penetration of market segment A, and its associated effect on Kromel industry 

Fvprr»i^ n mar ^ Se ^ n l ent:s anc * D ; and (b) the higher market share for 
I ear * resu ting rom the influence of the price reduction strategies on 
owenng the probability of capacity expansion and/or entry by Kromel com- 
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petitors (existing or potential). These combined factors overbalance the lower 
profit margins per pound associated with the price reduction strategies com¬ 
pared to the $1.00 case. 

However, a relevant question arose concerning the influence of the more 
favorable market share factor (under the price reduction cases) on the out¬ 
comes of these strategies vs. the $1.00 case. Suppose that no favorable dif¬ 
ference in market share were obtained under the price reduction strategies 
compared to the no-price reduction case. That is, suppose the probability 
that lower Kromel price would discourage future competitive expansion of 
Kromel industry capacity in the 1963-64 period were zero. How would this 
affect Everclear’s profit position ? 

In order to test the impact of this variable on Everclear’s cumulative, com¬ 
pounded net profits, the market share factor was held constant at the trend 
level estimated under the no-price reduction, or $1.00 case, over the simula¬ 
tion period. This analysis resulted in the information given in Table 4. 

It is clear from Table 4 that the market share factor is important in produc¬ 
ing Everclear’s higher profit position as associated with the price reduction 


Table 3 Cumulative , Compounded 
Everclear Plastics Co . (1961-65) 

Price strategy 

SI.00 case 
.93 case 
.85 case 
.80 case 


Net Profits — 

End of period 
profit position 

S26.5 million 
30.3 million 

33.9 million 

34.9 million 


Table 4 Profit Position—Market Share Held Constant 
(Everclear's Cumulative; Compounded Net Profits; 1961—65) 


Price strategy 

SI.00 case 
.93 case 
.85 case 
.80 case 


End of period 
profit position 

S26i5 million 

26.9 million 
27.4 million 

25.2 million 


alternatives noted in Table 3. If increased share for Everclear were not 
obtained in the 1963-65 period (relative to the share expected under the $1.UU 
case), all strategies would yield close to equal payoffs. That is, over e 
planning period, the increased sales volume resulting from earlier (on 
average) penetration of segment A under the price reduction strategies 
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about balances the less favorable profit margins associated with these 
strategies. 

However, beyond the planning period, all strategies have for all practical 

purposes accomplished penetration of segment A. The impact of higher 

market share for Everclear thus assumes an important role toward maintaining 

higher payoffs for the price reduction cases versus the $1.00 case. 

When computer run results were analyzed for the sub-cases (varying the 

total market forecast and cost of capital variables), it was found that the 

study outcomes were not sensitive to these factors. Although the absolute 

levels of all payoffs changed, no appreciable change was noted in their relative 
standing. 


In Summary 

This illustration has shown two principal findings regarding the expected 
payoffs associated with the alternative courses of action formulated by Ever¬ 
clear: (a) all price reduction strategies result in higher expected payoffs than 
that associated with the status quo pricing case and of these, the $.80 case leads 
to the largest expected value ; (b) the higher payoffs associated with the 
price reduction strategies are quite sensitive to the assumption that Ever¬ 
clear’s future market share would be favorably influenced by reductions in 
Kromel price. 


. Everclear’s management is now at least in a position to appraise the financial 
implications of its marketing assumptions in order to arrive at a reasoned 
selection among alternative choices. 


IMPLICATIONS 


The preceding illustration indicates the extent of problem detail which 

tf n * f 6 frec l uentl y must be) introduced to reflect adequately the charac- 

imnnrtai , market sitUations * Nevertheless, this illustration omits some 
important features of Bayesian decision theory. 

net a e * pressed in monetary terms (cumulative, compounded 

discussed hv <5 hi 3n a in the von Neumann-Morgenstern sense, as 

wrmonev 7 a / * • ° M implicitly ’ then, that utility is linear 

studies at Du Pn . te “ pt “£ as thls assumption may be, some small-scale 
uSt fu„«L? 'I,'" Wl ” Ch a " emp,S Were " ada *° e°"s,ruc, empirical 
However”this”fpat| Se Tv T" re « a ' di "S ,hl! “sumption of linearity, 
of further education Tnd H 6 1 ay6Slan a PP roach may well take many years 
on the MusS see” b ' [ °™ » -a, find regular application 

probiem^ no^mention^^as 3 mLe“o“ aLv™' P '° bab ; lit ‘ es " sed in this 

f analyzing sample data and calculating 
2 Same reference as footnote 1, Chapter 2. 
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posterior probabilities. How does one investigate states of nature in problems 
of this type? Certainly the problems of conducting meaningful experiments 
are hardly trivial in pricing problems, or the general area of market planning. 

Third, just how detailed a structure can be warranted, particularly when 
the inputs to the problem are largely subjective in character? One may 
obviously over-structure as well as under-structure a problem. This caveat, 
however, applies to all model building. While sensitivity analysis may be 
used to shed light on which variables “make a difference,” the fact remains 
that the model-building process is still based largely on the builder’s 
intuitive grasp of problem essentials and the interplay between analyst and 
decision maker. The structure of the problem discussed in this article 
turned out to be complex precisely because the variables included were 
deemed important by the decision maker(s). And part of the analyst’s job 
is thus to examine the impact of supposedly important variables on the 
relevant payoff junction and then feed back his findings to the decision 
maker. 

Finally, in conducting this study, realistic problems have a way of gen¬ 
erating quite a lot of arithmetic detail, for example, a multi-stage set of alter¬ 
native states of nature and payoffs. Implementation of the Bayesian approach 
must, therefore, frequently be aided by recourse to a high-speed computing 
device. Moreover, a computer model also facilitates the task of running 
sensitivity analyses concerning either changes in probabilities originally 
assigned to states of nature or changes in the payoff values related to any 
particular combination of state of nature and course of action. 

Our experience has indicated that the Bayesian approach, even coup e 
with the ancillary techniques of computer simulation and sensitivity analysis, 
does not offer any foolproof procedure for “solving market p anning pro 
blems. Still, it would seem that this method does offer definite advantag 
over the more traditional techniques usually associated with market p an¬ 
ning. Traditional techniques rarely consider alternative states of nature, e 
alone assigning prior probabilities to their occurrence. Moreover, traditional 
market planning techniques seldom provide for testing the sensitivity of the 

study’s outcomes to departures in the basic assumptions. 

At the very least, the Bayesian model forces a more rigorous approach to 
market planning problems and offers a useful device for quickly finding the 
financial implications of assumptions about the occurrence of alternative states 
of nature. In time, this procedure coupled with a more sophisticated approach 
to the design, collection, and interpretation of field data appears capab e o 
providing an up-to-date and flexible means to meet the more strmge " 
demands of dynamic decision situations, so typical in the problems faced by 

the marketing manager. 



29j Price Policies and Theory 

Edward R. Hawkins 


The author of this article attempts to bridge the gap between marketing and 
economics regarding the setting of prices. He concludes that most of the pricing 
policies described in the marketing literature are merely special cases of the 
general theory of monopolistic competition. 


Although the theory of monopolistic competition is now almost twenty 

years old it remains virtually unused by marketing students, even those who 

are attempting to develop theory in marketing. In particular, “marketing 

price policies” are still treated as though they have no relation to economic 

theory of any sort. In the leading marketing text books there are sections 

describing such pricing policies as “odd prices,” “customary prices,” “price 

ining, psychological prices,” etc . 1 These are presented as descriptions of 

market behavior, presumably discovered by marketing specialists and 

unknown to economists. Even the one marketing text that explains the basic 

ormula under conditions of monopolistic competition fails to use it in the 

iscussion of price policies . 2 Since text book writers treat the subject in this 

way it is not surprising that practitioners writing on pricing do not attempt 
to relate their policies to economic theory . 3 

It is the purpose of this article to show that these price policies are special 
cases of the general theory of monopolistic competition. Perhaps clarification 


(New York tl D ^ a " d Reavis Cox - Marketing in the American Economy 
(New York • MeCr w u’ PP Ch * 22; E ' A ’ Dudd * and D ‘ A ' Revzan, Marketing 

RV. ZcmPeiIZ'P ',^ e , d ‘ . I953) ’ Ch ' 29: R D ' Converse > H ' W. Huegy, and 
H. H. Maynard and T N M ° rke “ ng (New York: Prentice-Hall, 5th ed. 1952) ch. 10; 
5th ed. 1952) ch 35 ’ 3 A 777 Principles of Marketing (New York: Ronald Press, 

Alderson, Marketing '(Boston r 777 P M ' SurfaCe ’ R ‘ E ' Elder - “d Wroe 
described in marketing texts th mn , & S°” 194 °) ch - I6> Since these Policies are fully 
attempt, rath^is m IxpresJ77^7™ * ^ in this article will be brief. The 

jar the 7n° f in order that 

(Chicago: Richard D.tmta, Inc^Tev!'eS* 1 “ 952 ’), If 3 o! 3 ^”^ 

Journal o^arket^^P XIV ^No “ Con ^ iderations in the Setting of Retail Prices,” 

Principles of Department St ore plL 7 194 ?’ PP ‘ U12i Q ‘ Forrest WaIker - “S°me 
1950, pp. 529-537. Cmg ’ J ° Urnal ° f Marketing, vol. XIV No. 4, April, 


American M^rkting 0 Assoctdo^^^fg nationaI Quarterly publication of the 

R. Hawkins: & Professottf V ° 'r/ 8 ' IanualY - 1954 ' PP- 233-240. Edward 

rrotessor of Marketing, University of California, Berkeley. 
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of this point will serve to narrow the gap between the economic and marketing 

conceptions of pricing, and to systematize the discussions of price policies 
in marketing literature. 

The thesis is that each of the familiar price policies represents an estimate 

of the nature of the demand curve facing the seller. It is not possible, on the 

basis of available evidence, to generalize on the validity of these estimates 

in various situations. The point merely is that a seller using one of these 

policies is implicitly assuming a particular demand curve. In the following 

sections various price policies are discussed in these terms, after a brief 

review of the general theory of pricing which is basic to all of the policies 
discussed. 


THE GENERAL THEORY OF PRICING 


The theory of correct pricing under conditions of monopolistic competi¬ 
tion, as developed by Chamberlin and Robinson is illustrated in Figure 1. 
Each seller with some degree of monopoly created by product differentia¬ 
tion has his own negatively-inclined average revenue curve, AR. From this 



Un its 


Figure 1 



Unas 

Figure 2 


he derives the marginal revenue curve, MR, and determines his price by 
the intersection of MR and MC, his marginal cost. Marginal cost can be 
derived from either average cost, AC, or average variable cost, A VC since 
it would be the same in either case. In practical terms this means that to 
correct pricing the seller does not need to allocate overhead cost to indivi¬ 
dual items. For that matter, he does not even need to compute 
MC, for the same correct price can be derived from AR an 
maximizing the total of the spread between them multiplied by the vokm - 
An alternative solution which may be more understandable to businessm 
can be obtained from break-even charts. The customary break-even chart 
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deficient for pricing purposes because it is based on only one price and 
reveals nothing but the quantity that would have to be sold at that price in 
order to break even. A modification can be devised that remedies this short¬ 
coming of the break-even chart, and even has some advantages over the 
MC-MR formula. Figure 2 shows such a chart, in which a number of different 
total revenue (TR) curves are drawn, indicating the total revenue that would 
result at various volumes at different prices. On each such TR curve a point 
can be estimated showing the sales volume that would actually be obtained 
at that price. If these points are connected a type of demand curve results 
(DD’), indicating total revenue rather than average revenue as in the usual 
demand curve. 4 The objective of correct pricing is to maximize the vertical 
distance between DD’ and the TC (total cost) curve. This formulation has 
an advantage over the MC-MR one in that in addition to indicating the 
correct price and volume it also shows total cost, total revenue, and total 
net profit. It may also be more acceptable to businessmen and engineers who 
are accustomed to break-even charts. 

In the following discussion of marketing price policies, however, the AR 
curve will be used because it more clearly illustrates the points made. 

MARKETING PRICE POLICIES 


Odd Prices 

The term “odd prices” is used in two ways in marketing literature ; one 
refers to a price ending in an odd number, while the other means a price 
just under a round number. If a seller sets his prices according to the first 
concept it means that he believes his AR curve is like the one shown in 


i 



Figure 3 


Units 

Figure 4 


4 Cf. loel Dean, Managerial Economics (New York: Prentice-Hall Inc 1951) n 405 

w,. indicating S „l,« 
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r zsl :“r^ 

sellers appear to believe this is true, although the only large-scale test ever 
reported was inconclusive. 6 S test ever 

The second concept of odd-pricing implies an AR curve like the one 
shown in Figure 4, with critical points at prices such as $1 $5 and SIO^Th* 

=a= ^ srs -r s « 


between pZ‘, ““ *— 

tinuous even thoush ac Th^mK r u s customary to draw demand curves as con- 
Number 

nomhs^v °XLIX^ November* ^°^^^t^n^’ 11 Quarterly Journal’of^Eco- 

that*th° US CUrV6S mi§ht 

Curves and^Monorr’? be r UnSa,able at «*« price. Cf. ‘‘Discontinuous DeS 
Sics v X ,v 7 , S K Compel,t,on: A Special Case,” Quarterly Journal of Econo- 

however sinfe S 1 f 935 ’ pp ‘ 542 ' 550 - This would not seem to be a very common case, 
p r l ces ’ ar 6 Rerature reveals heavily advertised products selling at various 

n G ‘c sberg ’ Customar y Prices," American Economic Review, v. XXVI, no. 2, 1936, 

rnrvpc k econ ° mis ; s ’doubt the validity of positively-inclined segments of demand 

, e leving eit er (a) that the case could happen only if consumers regard price 
as one ot the qualities of the product, thus making it improper to show these “different" 
pro nets on one demand curve, or (b) that it simply does not happen that consumers 
will buy more of a product at a higher price than they* will at a lower one. In regard 
to the first view, the important thing for purposes of the seller’s pricing policy is the 
shape of the AR curve for what he knows is the same product. And while he may be 
interested in the psychology lying behind the consumer’s demand curve he is not com¬ 
mitted to the belief that it must be capable of explanation in terms of indifference curves. 
In regard to the second point, many marketing writers have commented on the view 
that a higher price will sometimes sell more than a lower one. For example, Phillips 
and Duncan say it may be possible to sell a greater number of a 15 cent item at 19 cents 
than at 15 cents (op. cit., p. 656). Q. Forrest Walker, loc. cit., suggests that 98 cents 
may sell better than 89 cents. Maynard and Beckman state “It is said that more articles 
can be sold at 17 cents than at 14 cents.’’ (op. cit., p. 656). Converse and Huegy say 
Some sellers feel that odd prices are better than even prices; others, that it makes little 
difference (op. cit., p. 209). A New England supermarket chain reports that their 
meat prices never end in the figure “1,’’ because their price tests show they can sell 
more at a price ending in “3 ’. And a U.S. Department of Commerce study reports a 
price of 79 cents selling more than a price of 75 cents, and a case where silk underwear 
sold more readily at $2 or $5 than at $1.95 or $4.95 respectively. Cf. F. M. Bemfield, 

“Time for Businessmen to Check Pricing Policies,’’ Domestic Commerce, XXXV (March, 
1947) p. 20. 

7 This idea is applied even to very high prices. Thus, an automobile may be sold at 
$1,995 rather than at $2,000. 
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Psychological Prices 

Some of the marketing text books give the name of “psychological pricing” 
to policies quite similar to the one just discussed. It has been found in some 
pricing experiments that a change of price over a certain range has little 
effect until some critical point is reached. If there are a number of such 
critical points for a given commodity the AR curve would look like the 



one in Figure 5, resembling a series of steps. This differs from the concept 
of odd pricing in that the curve does not necessarily have any segments 
positively inclined, and the critical points are not located at each round 
number but only at the prices psychologically important to buyers. Pricing 
tests at Macy’s have disclosed such step-shaped AR curves. 8 


Customary Prices 

Another pricing policy usually described as though it has no relationship 
to theory is the one using “customary prices.” This is most frequently 
associated with the five-cent candy bar, chewing gum, soft drink, or subway 
• I he chain stores have experimented, apparently successfully, with 

nnwarH T ^ u" S ° me SUCh items - and inflati °n has brought about 

iZfto ‘’‘I 6 ** In thC m3in ’ h0Wevei< - the five-cent price on 

which it has been customary has persisted. To the extent that the 

8 Oswald Knauth, “Some Reflections on Retail Prices ” in r u 

of Wesley Clair Mitchell (New York • ColumhL it Ec ? nomic E ^ Honor 

Although these tests involved c/TL ° ^ eTSlty Press ' 1935), PP- 203-04. 
that reduced Drice below th* „ g . n pnce ’ tlle important thing is that changes 

changes that did not. In othe^wordT'th^demTnd mUCh f increases in sales than 
different points. ’ th demand curve had very different classes at 
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policy is correct it merely means that the AR curve is like the one shown 
in Figure 6, with a kink at the customary price. 9 

s 


Units 

Figure 6 

Pricing at the Market 

Figure 6 also illustrates the estimate of the AR curve which results in a 
policy of '‘pricing at the market.” A firm that adopts this policy believes 
that a price above those of competitors would curtail sales sharply, while a 
lower price would not significantly increase them. This pricing policy is 
one of the most common, possibly because ignorance of the true shape of the 
AR curve suggests that the safest policy is to imitate competitors. 

The policy of pricing at the market is also designed to avoid price com¬ 
petition and price wars. But a rule-of-thumb policy is not the correct solu- 



Unm 


Figure 7 


9 Of course where the policy of customary price is not correct, as may be true in 
some of the.store cases mentioned, the demand curve would be quite e astic e o 
customary price. 
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tion to this problem, for the theory of monopolistic competition provides 
the basis for the proper calculation. What is required is an estimate of the 
AR curve after competitors have made whatever response they would make 
to the firm’s pricing moves. In Figure 7 this is indicated by AR 2 , while AR 
is the customary curve based on an assumption of “all other things remaining 
the same.” While it is very difficult for a seller to guess what competitors 
will do, the theory of correct oligopoly pricing along the AR 2 curve is quite 
clear, and does not necessarily call for “pricing at the market.” 

Prestige Pricing 

It has often been pointed out in marketing literature that many customers 
judge quality by price. In such cases sales would be less at low prices than 
at high ones. This idea was the original legal basis for Fair Trade laws. While 
most manufacturers appear to be less impressed by this possibility than 
retailers are, there have been cases reported in which low prices led to 
reduced sales. The shape of the AR curve illustrating this situation has 
already been indicated in economic literature. 10 See Figure 8. 



Figure 8 


Price Lining 

thev have^avn^n't!! 011 q ^ stioned a ^ out their pricing policies seem to feel 

Once the lines are / ^ em entlreI y by adopting customary price “lines.” 

are decided upon, prices may be held constant over long 

Macmillan Co., 1939), 4th V** B “ ck ’ Elem entary Economics (New York: 

aspirin being tried ou’t at different prices 19 HU6Sy C ‘ te an instance of 

sales resulting at 49$ (op. c it p 2071 And^t’v, 29 ^’ 39 ^ 3nd 49 ^ Wlth the highest 

lively inclined demand curves ” “Thus mer h COmment on thls reasol > for posi- 

too high. Customers m.yfelr th« at the w ” “ ** t0 ° l0W 35 We “ aS 

will actually buy more at a somewhat h* u P . nCC lt cannot be of good quality, and 
(P. 206). 3 SOmewhat hl §her price than they would at a lower price" 
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periods of time; changes in market conditions are met by adjustments in the 
quality of the merchandise. 

While this policy does not require pricing decisions, except initially and 
in case of special sales, it does present the seller with exactly the same choice 
as a variable price policy does in respect to the question of whether to equate 
marginal cost and marginal revenue, or to use a customary per cent of mark¬ 
up. This decision is made with reference to the prices paid for merchandise 
rather than the prices at which it will be sold. Although manufacturers and 
wholesalers dealing in types of merchandise which is customarily price-lined 
at retail usually tailor their own prices to fit the retail prices, the retailer does 
have some choice in regard to the quality of goods he buys. Presumably, the 
more he pays the more he can sell, at any given price line. That is, the lower 
his per cent of markup the higher his sales volume should be. Figure 9 i us 
trates this situation, where P is the established price at retail, and CG shows 
the various quantities that could be sold at different costs of goods to t e 
retailer. The retailer should equate his marginal cost with marginal revenue 
(the price), paying NM for the goods and selling quantity OM. If instead he 
buys at a price that provides a customary or arbitrary per cent of markup it 
would be purely accidental if he would obtain the maximum gross margin. 

Since there are few variable costs associated with the sale of most items 
at retail, except the cost of goods, the retailer’s aim in general should he 
simply to maximize his gross margin dollars. If, however, other variable 
costs are significant they can be added to the cost of goods and a calcula¬ 
tion made of the average variable costs, from which marginal cost 
computed. In Figure 9 the curve CG would merely be replaced by an AV 

curve. 


Resale Price Maintenance d b!em j s 

Another situation m which the retailer feels h Fair Trade con . 

when the manufacturer maintains resale prices by 
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tracts. Even here, however, the retailer may find it advantageous to sell 

above the Fair Trade price in some cases, in States where the Fair Trade 

laws call for minimum rather than specified prices. In any case the retailer 

must decide whether to equate marginal cost and marginal revenue or to 

insist upon a customary per cent of markup. If he selects the latter he may 

refuse to handle, or to push, many low markup items which would actually 
be very profitable to him. 

The price policy appropriate for a manufacturer using resale price main¬ 
tenance is illustrated in Figure 10. At any given retail price, P, which he 
may set, he will have an AR curve determined by the retailers’ attitudes 
towards the amount of markup resulting from the price at which he sells to 
them. At low markups some dealers will refuse to handle the item, and 
others will hide it under the counter. At relatively high markups dealers 
w'ill push the item and will be able to sell more than consumers would 
otherwise take at the given retail price. The manufacturer should calculate 
his optimum price by computing MR from this AR curve and equating this 
with his MC. He should do this with the AR curve associated with each 
retail price and then select the combination of retail and wholesale prices 
that will result in maximum profit for him. 11 


Quantity Discounts 

Quantity discounts are usually described in marketing texts and explain¬ 
ed in terms of the lower unit cost of handling large orders, or simply the 
desire to increase sales volume. Economic analysis of the quantity discount 
policy would focus on the theory of price discrimination. With reference to 
this theory, a quantity discount schedule, open to all buyers, is a very rough 
evice for price discrimination, and should not be used if the laws allowed 
freedom of discrimination. Instead, the seller should estimate the demand 
curve of each buyer and offer each the price (or prices) that would maxi¬ 
mize the seller’s revenue in respect to that of buyer. 12 This might well mean 

ower prices for some small buyers than for some large ones, depending on 
the elasticity of their demand curves. 

indict? . U lllustrates a case in Which the large buyer’s demand curve is 
tin it ln 1 l J ie u sl S nifica nt range, while the small buyer’s curve is quite elas- 

hat ,T T be ' 0,,ll ' h ,0 ■ quantity discount schedule 

buve,T™ld 8 , 88 T' ‘° Wer 1>rices ,h “ ,he The latge 

while the email h & m0St as arge a quantity at high prices as at low ones, 

uyer wi not. This may not be a usual situation, but it is 

in Relationships,** ch. II 

D. Irwin, Inc., 1950). * ’ h 0n * m Morteting (Chicago : Richard 

the 2 Marshallian'sense 1 P ° Siti ° n he d ° eS n0t have a demand curve in 

price offers. P ° SSlble t0 CStimate he will respond to various 
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a possible one and indicates that the seller should consider the elasticities of 
demand rather than adopt an arbitrary discount schedule. 

The correct theory of price discrimination, where each buyer is to be 
offered a different price, has been outlined by Mrs. Robinson. 13 It indicates 
that the seller should equate the marginal revenue from each buyer with 
the marginal cost of the entire output. 

Different costs of selling to different buyers can be taken into account 
by computing the AR curves as net average revenue curves, after deduction 
of the variable costs associated with the particular sales. And it would still 
be possible that the large buyer should be charged a higher price than the 
small one. 

Some economists have used the term “quantity discount” to refer to a 
situation, unusual in marketing practice, in which each buyer is offered a 
quantity discount scale tailored to his own demand curve. 11 Of course a 
“quantity discount” of this kind would usually produce more net profit 
for the seller than a single price to each buyer, since it is an approach to¬ 
ward the maximum profit situation of perfect price discrimination, in which 
each buyer would be charged the highest price he would be willing to pay 
for each successive unit he bought. A seller may be attempting to gain 
some of the advantages of this type of pricing when he constructs a general 
quantity discount schedule with an eye to its effects on certain large buyers. 
In so doing, he would have to take care that the gain would not be cancell¬ 
ed by the adverse effect of the schedule on his net profits from other buyers. 

Geographic Pricing 

While some economists have long been concerned with the geographic 



Figure 11 

13 Joan Robinson, The Economics of Imperfect Competition (London : Macmillan 

C °i* James Mb' Buchanan, “The Theory of Monopolistic Quantity Discounts, Review of 
Economic Studies, v. XX, no. 3, 1952-53. 
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aspects of pricing, and this interest has recently been spreading, on the whole 
marketing specialists and economic geographers have regarded the spatial 
aspects of economics as their own province. Unfortunately they have deve¬ 
loped theories which do not include the essential economic aspects of the 
problem. Figure 11 may be used to illustrate some of the problems of 
geographic pricing. If the AR curve of each buyer is taken as a net average 
revenue curve, after deduction of transportation costs, then it is clear that 
the nearer buyer should not necessarily be given the lower delivered price. 
The elasticity of each buyer’s demand curve is the important factor which 
should be considered. As has been indicated by Mrs. Robinson, the correct 
net price to each buyer would equate the seller’s marginal revenue with 
the marginal cost of his entire output. 15 

While the Robinson-Patman Act does not permit the free price 
discrimination that would maximize the seller’s profit, it does allow some 
discretion in pricing. The seller is not permitted to employ price differen¬ 
tials greater than his cost differentials, but he is free to give discounts less 
than the amount of cost saving to him. Moreover, he is allowed some 
discretion to employ price differentials when the buyers are not in competition 
with each other, or where he himself is “meeting competition.” He may also, 

of course, discriminate by selling slightly different products, under different 
brand names. 

CONCLUSION 


The discrepancy between economic theory and actual pricing policies, as 
observed by marketing specialists, is more apparent than real. Most of the 
pricing behavior reported by marketing students is quite consistent with the 
general theory of monopolistic competition and can be integrated with that 
t eory. A considerable gain can be made on both sides if this integration 
is accomplished. Economists need to know more about the pricing policies 
actua y used by businessmen. On the other hand, marketing students can 
understand these policies better if they appreciate the theoretical basis for 

er ”j 0St . t ^ ie P rice policies” described by marketing specialists are 

Ta case ? 0f the general theor y monopolistic competition. If 

wonlH U a not only would clarification result, but perhaps additional insight 

and tbp cfT regardm s the advantages and disadvantages of each policy, 
and the situations to which they are appropriate. 


15 Joan Robinson, loc. cit. 



301A Note On Some Experimental 
Findings About The Meanings 

Of Price 

Harold J. Leavitt 


In this article the author questions the applicability of conventions price analysis 
to branded products because it assumes a rational consumer behavior towards price. 
In support of this contention he cites the findings from experiments which were 
conducted to determine the meaning of price to consumers. 


Conventional price analysis takes the generalized view that demand curves 
are negatively sloped. The purchase of a product is expected to decline as 
its price increases and to increase as its price declines—other factors being 
equal. The exceptions to this rule are usually attributed to the inequality 
of these other factors. Rare exceptions at the extreme necessity end of the 
product range have been accounted for by the “income-effect” concept. But 
the general rule is an inverse price-volume relationship, both for generic 

classes of products and for brands within classes. 

This note questions one part of this prevalent conception of the price- 
volume relationship. It questions especially the .applicability of conven 
tional analysis to brands within product classes; and it further questions the 

assumption of “rational” consumer attitudes toward price implicit in such 

analysis. More positively, this paper is concerned with the idea that th 
price of a product may be given more than one interpretation bypoteni 
buyer. It is concerned also with the hypothesis that several inte pret ion 
may coexist and conflict, often, too, leading the consumer finally to select 

higher rather than a lower-priced brand. 

Unfortunately, this note cannot survey the research that has already been 

carried out in this area. So far as the writer knows, there has been no 

published research directly concerned with the consumer s interpretation o 

price In general, we seem implicitly to have assumed that money, for the 

consumer, means something-not-to^be-given-up. However, some indirectly 

related published material does exist. There is, for example, a goo ea o 

observational material by retailing people pointing to “oddities in w ic 

consumers will choose a higher-priced item in preference to a lower-pricea 

one of equal quality. Some psychologists have also worked at the gen 

Source : From Journal of Business, University of Chicago Press, v o'' 2 J’ j |^t’ ra ti 0 n, 
pp. 205-210. Harold J. Leavitt, Associate Professor of Bus.ness Adm.n.strat.on, 

School of Business, University of Chicago. 
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problems of decision-making and predicting choice behavior. Although all 
these materials are indirectly relevant, a big untapped area seems to remain— 
the area concerned specifically with the influence of price on consumer choice. 

Each of us needs only to refer to his own experience as a consumer to 
agree that a price difference may have more than one meaning. Most often, 
perhaps, we think of high prices negatively, in terms of the sacrifice we must 
make to get what we want. In other cases, however—and in enough cases 
to be worth counting—we think of a higher price positively, as a symbol of 
extra quality or extra value or extra prestige. In some cases, perhaps, we 
buy a higher-priced brand just because it is higher. 

It seems important here to distinguish between price differences and price 
changes. Our concern is only with differences between already established 
prices of competing brands or the prices of new products. When an established 
price of one brand is changed, we have quite a different psychological pheno¬ 
menon, for now the consumer has three pieces of information to interpret— 
the old price of the brand, the new one, and the prices of the competing 
brands. This is a different and more complicated situation than the one we 
have been talking about—the simple difference between established prices 
of competing brands (or between the prices of new products). 

Stated this way, there is nothing very startling about the idea that, other 

things being equal, the various meanings of price may sometimes resolve 

themselves into a decision to buy a higher-priced item, sometimes a lower- 
priced one. 


But if we approach the same idea from the perspective of the price-maker 
rather than of the consumer, the problem begins to look a little different. 
When we view the world as price-makers, we tend to shift over toward the 
notion that price has but one meaning and that the meaning is always a kind 
of negative, economic meaning that drives the cosumer invariably toward the 
ower-priced brand. For example, this “elasticity” question is often raised 
in one orm or another How many more unit sales will we gain if we price 
our rand X cents under competition?” Or, conversely, “How many unit 
sa es wi we lose if our price is X cents higher than competition?” The 
assumption uilt into these questions is the widely accepted one that the 

Jl SU , m f r Jl \ st naturall y W B1 be more ready to buy lower-priced than higher- 
j , ran S ! n * competitive market. In effect, this is the view that the 

oniv ah-nit™ 6 1S -?. WayS ne S at i ye Iy sloped. Therefore, one need be concerned 

only about a umdmectional price-volume relationship. 

unit Mleswillw!^ qUCStl0nS be le S itimate ly restated this way: “How many 

Or bv setting th t 7 gam by Settmg our prices above those of competitors? 

took e/'“l S t bd0W ,h0S ,' This revised version may 

Perhaps it looks a Wt pnce ’ makers w h° do not work with consumer products. 

especiallv to retails 1 m ^ re sensible t0 people selling consumer products— 

shirt that comes tn Pf ™ ^ observed the phenomenon of the dormant 

snirt that comes to life when the price is marked up. 
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Some Experimental Possibilities 

If there is room for debate about problems like these, there is also room for 
experiment and analysis. One way to go about systematizing these problems 
is to think about choice situations in which one might hold constant all 
variables other than price and then vary price and observe choice behavior. 

To do this would require us to set up situations in which the consumer 
must choose among two or more brands, when all he has to go on is price 
information. We can give him other information about the brands, but not 
other differential information. We can ask him to choose, for example, 
between two unknown (to him) brands of canned peas. Both cans will be the 
same size, with covered labels; he can be told that both are “large” size, 
“select” peas, etc. But their prices differ. If price has only one meaning— 
an economic “sacrifice” meaning—then obviously our consumer will simply 
choose the lower-priced brand. If price sometimes has more than an economic 
meaning, if it also carries with it some implications about quality or good 
value or social propriety, then we would expect (1) that the consumer would 
feel some “conflict” in making a choice and (2) that he would in some cases 
make the higher-priced choice. The pressures toward the lower price, in 
other words, deriving from his concern about spendng his money, might 
be balanced, or even overbalanced, by his concern about getting good quality 
or the “right” product. The questions now become: “When might we expect 
maximum ‘conflict’ in making such a choice?” And “When might we expect 
a significant number of high choices?” 

Some armchair analysis may be useful at this point. Clearly, a whole host 
of variables may be relevant here. For example, the price level of the product 
we are talking about may certainly be related to the difficulty and direction of 
choice. A consumer may feel quite differently about purchasing a higher- 
priced can of peas than about purchasing a higher-priced television set. The 
frequency with which he purchases the product may influence his thinking. 

A loaf of bread may be treated quite differently from a can of spice, for 
example. The consumer himself and his role in society may be relevant. 
Evidence is already available that indicates differences in price consciousness 
within different social strata of our society. Some groups may, for example, 
be expected to choose higher prices more frequently because they are more 
concerned with doing the socially “right” things—things that will guarantee 
acceptance either by their peers or by the members of the next higher stratum. 
Finally, the products themselves may, for many reasons, carry with them 
some stereotyped notions about their own quality. It is possible, for example, 
that consumers may feel that certain products are all alike from brand to 
brand, while other products are really different from one another. 


An Experimental Method 

Over the past few months we have conducted some small-scale experiments 
in this area, with hypothetical choice situation. For these experiments we 
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selected only products in the 50-cent to $1.00 price range. W e concerned 
ourselves only with two variables: the size of the price difference and 

~ r;Xs ab ° Ut Simi ' aritieS ° r different brant 

T ° get some products with different stereotypes we used a list of fifteen 
household products in the price range-products like aspirin tablets bacon 
hand towels, icecream, bobby pins, deodorants, floor wax, etc Unsy’stemati’ 

o place' ™7T' y T Si " ,P ' , aSked a n “ mber 0f frie " ds »”«'acquaintances 
pretty much alike m h”' ? aCh °< these lhr “ categories: (I) all brands 
between ’ 8 qUal,t >' ^rences from brand to brand, (3) in 

The results were consistent enough to give us four products to work with 
poking sherry and moth flakes were placed in the “all-alike” category by 

‘ X 7, S ZT tS: . RaZ ° r bIadCS 3nd fl00r Wax t00k t0 P honors in the 
considerable-difference category. 

We then took these four products—the two in which quality differences 
were seen as minimal and the two in which quality differences were seen as 

- aad ——~ 

were aske^ 7 "^7 ™ ethodoI °g lcal steps in these experiments: Subjects 
Seen t bSrof eTch 6 ^ 5 “ * 5itUati ° n in Which they bad to choose 

information was price For ex 7 7 Their ° nly differe "tial 

Your wife cenri P F example, male subjects were told: 

She specifies^T bra „7b7 1 ^ t0 buy a ^ of floor wax. 

out of that brand Yn7 " y ° U gCt t0 the St0re you find that they are all 

other convenient storT iTw^Tl “f 8 * the Wax **** a " d there is no 
brands that are carried The buy lf ’ so you must choose between the 

both brands, but you know™? °f haV6 tW ° brands ‘ You have heard of 
When I give vou rh " "? thmg about either °ne. 
find the prices ^ ^ ill 

Roughly equal numSs of subieer Ch °‘ Ce th3t y ° U W ° uId make ' 
prices to choose from: sub Jects were presented with these pairs of 

Brand A "at $066^ ^ B at *<>.72 

Brand A at $0 62 VerSUSbrandBat$ ° 74 
Brand A at $0 7 * br3nd B at $0 ' 78 

Subjects were a1so erSU k h ^ ® 3t $ °' 88 

one of these two statements •’ ^ they had made their Voices, to check 
46 m ' SqUare deS ' 8n was u sed in these experiments. 
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We used four products; four sets of prices for each product. Each group 
of subjects was subdivided into four groups. Each member of each sub¬ 
group was given four choice situations, one for each product, one pair of prices 
per product. Thus a subject in group A might have received razor blades at 
68 versus 72 cents; then floor wax at 62 versus 78 cents; then cooking sherry 
at 52 versus 88 cents; and moth flakes at 68 versus 74 cents. Subjects in 
other sub-groups received the same four products, but with prices shifted. 
Thus we ended up with about equal numbers of subjects for each product 
at each pair of prices. After all choices had been made, the subjects were 
asked to rank the four products—cooking sherry, floor wax, moth flakes and 
razor blades—in terms of the quality differences they believed to exist among 

brands. 


Some Preliminary Results 

Here is a brief summary of our results : 

1. These sixty subjects differentiated among these four products in the 
same order as our preliminary subjects had done. They ranked floor wax 
and razor blades as large “quality-difference” products, in that order; cooking 
sherry ranked a very poor third, and moth flakes a definite fourth. 

2. When faced with choices between two brands of floor wax, 57 per cent 
of our subjects selected the higher-priced brand (all pairs of prices are pooled 
here); 30 per cent of the subjects chose the higher-priced razor blades; 24 per 
cent the higher-priced moth flakes; and 21 per cent the higher-priced cooking 
sherry. The difference between the extremes is significant at better than e 

1 per cent level. . , , 

Let’s shift gears a little and consider for each subject the product w ic 

ranked No. 1, no matter what particular product it may be, an t e pro uc 
he ranked No. 2, and so on. For products ranked No 1. 57 per cent of h 
subjects chose the higher-priced item; for products ranked No. 2, 46 per cen 
chose the higher-priced item; for products ranked No. 3, 15 per ce , 

products ranked No. 4, 2 per cent. ,. , 

3. The idea that “psychological conflict” increases with the subject s belief 

in quality difference is also supported, if the “doubt” item can be taken as an 
indication of conflict. For cooking sherry, 10 per cent of the subjects md.ca- 
ed doubt about the choice they had made; moth flakes, 12 per cent; but 1 
the large quality-difference items the frequency of doubtful choices rises • 
per S of «he y subjects were doubtful abou. their razor-blade choices, and 
38 per cent were doubtful about their Boor-wax decisions. Incidentally, suo 
jects tend, if anything, to be more doubtful about their low-choices thanatau 
their high choices; that is, the percentage of doubtfuls which e d p 
choices is greater than the percentage of doubtfuls which end up ig • 

4. Another finding may be worth mentioning. Some relationship m y 
between the tendency to choose high or low and the size o t e price j 
tial. At first guess, one might think that the direction o sue a r 
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would be inverse—that is, as the price difference increased, subjects would 
tend more and more to choose the lower-priced product. On the other hand, 
an analysis of the situation in psychological-conflict terms would probably 
lead to a more complicated conclusion. Unfortunately, neither the common- 
sense direction nor the conflict-analysis direction seems at this point to hold 
much water. What actually happened at each price difference is shown in 
Table 1. 

“Product Rank for Quality” in Table 1 is each subject’s own rank. So, 
for example, when choosing between a 68-and a 72-cent brand for their No. 1 
product, 64 per cent of our subjects indicated they would select the 72-cent 
brand. 

The vertical differences in Table 1 are clear. However, the only statistically 
significant horizontal difference is that between the extremes for product rank 
3. In that case, one might interpret the results to mean that as the price 

Table 1 

Percentage of Subjects Choosing Higher-Priced Brand 
Product Rank Price Differences (Cents) 


for Quality 

68-72 

66-74 

62-78 

52-88 

1 (Big difference). 

.64 

50 

61 

50 

2 . 

.47 

44 

54 

41 

3 . 

. 6 

6 

10 

35 

4 (All alike). 

. 0 

0 

7 

0 


differences increase, subjects feel that the probability of quality differences 
also increases. 


Summary and Some Implications 

The results of our experiments are not startling. Our particular subjects, 
in these particular hypothetical choice situations, simply indicated that they 
would often choose the higher-priced of two alternative brands when their 

^ i i L fferential * n f° rmat; i on was price . They are consistent in their beliefs 
t at different brands of certain products are “all alike,” while different brands 

of certain other products are “different.” They are more ready to make the 
higher-priced choice for products among which they believe brands are 
different than for products that they believe are all alike. They may, in fact, 
be more frequently ready to choose the higher-priced brand for some products 
when the price difference is large than when it is small. 

i Th ! Se ^ ndmgs su SS est that demand curves may not invariably be negatively 
s op ed t hat price itself may have more than one meaning to a consumer, and 
a a lgher price may sometimes increase, rather than decrease, his readiness 

aVi ° r may be odd and “uneconomic,” but perhaps not un- 
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Several interesting possibilities seem to arise out of these tentative findings. 
It may be, for example, that the economists’ traditional “inferior good” (dia¬ 
monds are the usual textbook example) is not so rare as we may believe. One 
might guess that a high price may be an attracting instead of a repelling force 
or particular brands of many different kinds of items. If the relevant charac¬ 
teristics of the items or of consumer groups can be systematically identified 
and interrelated, then perhaps one might have the beginnings of a framework 
from which to set and predict the effects of a particular pricing policy. More¬ 
over, if the kinds^ of behavior found in these experiments occur with any 
frequency in “real” life, then any satisfactorily predictive theory of pricing 

vvould have to account for them. In any case, the area seems deserving of 
further exploration. 
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Shopping Goods : Those consumers’ goods which the customer in the process of 
selection and purchase characteristically compares on such bases as suitability, 
quality, price and style. 

Specialty Goods : Those consumers’ goods on which a significant group of 
buyers are habitually willing to make a special purchasing effort. 

This set of definitions was retained in virtually the same form by the 
Committee on Definitions in its latest publication. 3 

Opposing these accepted definitions stands a critique by Richard H. Holton. 4 
Finding the Committee’s definitions too imprecise to be able to measure 
consumer buying behavior, he suggested that the following definitions not 
only would represent the essence of Copeland’s original idea, but be 
operationally more useful as well. 

Convenience Goods: Those goods for which the consumer regards the probable 
gain from making price and quality comparisons as small compared to the cost 
of making such comparisons. 

Shopping Goods : Those goods for which the consumer regards the probable 
gain frcm making price and quality comparisons as large relative to the cost o 
making such comparisons. 

Specialty Goods : Those convenience or shopping goods which have such a limit¬ 
ed market as to require the consumer to make a special effort to purchase them. 

Holton’s definitions have particular merit because they make explicit the 
underlying conditions that control the extent of a consumer’s shopping 
activities. They show that a consumer’s buying behavior will be determine 
not only by the strength of his desire to secure some goods, but by his percep 
tion of the cost of shopping to obtain it. In other words, the 
continues to shop for all goods so long as he feels that the a i 10 ° 
factions from further comparisons are at least equal to t e cos o 
the additional effort. The distinction between shopping an conv 
goods lies principally in the degree of satisfaction to be secure rom 

comparisons. 


The Specialty Goods Issue , , 

While Holton's conceptualization makes an important contrihution he has 

sacrificed some of the richness of Copeland’s original ideas. Tins is essentia y 
David J. Luck’s complaint in a criticism of Holton’s proposal.* ^ck objected 
to the abandonment of the willingness of consumers to make a s P ecial effo 
to buy as the rationale for the concept of specialty goods. He regarded 

3 Definitions Committee, American Marketing Association, Marketing Definitions, 

(Chicago : American Marketing Association, I960), pp. U. ^ . Goods , 

< Richard H. Holton, “The Distinction Between Convenience Goods, Shopping U 

and Specialty Goods,” Journal of Marketing, Vol. 23 (July, 1958),, W 5 V ol. 24 

3 David J. Luck, “On the Nature of Specialty Goods,” Journal of Marketing, 

(July, 1959), pp. 61-64. 
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this type of consumer behavior as based upon unique consumer attitudes 
toward certain goods and not the density of distribution of those goods. 
Holton, in a reply, rejected Luck’s point; he remained convinced that the 
real meaning of specialty goods could be derived from his convenience 
goods, shopping goods continuum, and market conditions. 6 

The root of the matter appears to be that insufficient attention has been 
paid to the fact that the consumer, once embarked upon some buying 
expedition, may have only one of two possible objectives in mind. A 
discussion of this aspect of consumer behavior will make possible a closer 
synthesis of Holton’s contribution with the more traditional point of view. 

A Forgotten Idea 

The basis for this discussion is afforded by certain statements, which the 
• marketing profession has largely ignored over the years, in Copeland’s 
original presentation of his ideas. These have regard to the extent of the 
consumer’s awareness of the precise nature of the item he wishes to buy, 
before he starts his shopping trip. Copeland stated that the consumer, in 
both the cases of convenience goods and specialty goods, has full knowledge 
of the particular good, or its acceptable substitutes, that he will buy before 
he commences his buying trip. The consumer, however, lacks this knowledge 
in the case of a shopping good. 7 This means that the buying trip must not 
only serve the objective of purchasing the good, but must enable the consumer 
to discover which item he wants to buy. 

The behavior of the consumer during any shopping expedition may, as a 
result, be regarded as heavily dependent upon the state of his decision as to 
what he wants to buy. If the consumer knows precisely what he wants, 
he needs only to undertake communication activities sufficient to take title 
to the desired product. He may also undertake ancillary physical activities 
involving the handling of the product and delivery. If the consumer is 
uncertain as to what he wants to buy, then an additional activity will have 
to be performed. This involves the work of making comparisons between 
possible alternative purchases, or simply search. 

There would be little point, with respect to the problem of classifying 
consumer goods, in distinguishing between the activity of search and that 
o making a commitment to buy, if a consumer always performed both before 
purchasing a good. The crucial point is that he does not. While most 
of the items that a consumer buys have probably been subjected to comparison 
at some point in his life, he does not make a search before each purchase. 
Instead, a past solution to the need is frequently remembered and, if satis- 


M^ d £i. by ‘ SPeda,ty ’ GOOdS? ” JOUrnal ° f 

1 Melvin T. Copeland, same reference as footnote 1, pp. 283-284. 
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factory, is implemented. 8 Use of these past decisions for many products 
quickly moves the consumer past any perceived necessity of undertaking 
new comparisons and leaves only the task of exchange to be discharged. 

REDEFINITION OF THE SYSTEM 

Use of this concept of problem solving permits one to classify consumer 
buying efforts into two broad categories which may be called shopping and 
nonshopping goods. 

Shopping Goods 

Shopping goods are those for which the consumer regularly formulates a 
new solution to his need each time it is aroused. They are goods whose 

suitability is determined through search before the consumer commits himself 
to each purchase. 

The motivation behind this behavior stems from circumstances which 
tend to perpetuate a lack of complete consumer knowledge about the nature 
of the product that he would like to buy. 9 Frequent changes in price, style, 
or product technology cause consumer information to become obsolete. The 
greater the time lapse between purchases, the more obsolete will his informa¬ 
tion be. The consumer’s needs are also subject to change, or he may seek 
variety in his purchases as an actual goal. These forces will tend to make 
past information inappropriate. New search, due to forces .internal aind 
external to the consumer, is continuously required for products with purchase 
determinants w 7 hich the consumer regards as both important and subject 
to change. 10 

The number of comparisons that the consumer will make in purchasing a 
shopping good may be determined by use of Holton’s hypothesis on effort. 
The consumer, in other words, will undertake search for a product until the 
perceived value to be secured through additional comparisons is less than 
the estimated cost of making those comparisons. Thus, shopping effort will 
vary according to the intensitv of the desire of the consumer to find the right 
product, the type of product and the availability of retail facilities. 
Whether the consumer searches diligently, superficially, or even buys at the 
first opportunity, however, does not alter the shopping nature of the 
product. 


8 George Katona, Psychological Analysis of Economic Behavior (New York : McGraw- 
Hill Book Co., Inc. 1951), p. 47. 

9 Same reference, pp. 67-68. 

10 George Katona and Eva Mueller, “A Study of Purchase Decisions in Consumer 
Behavior,” Lincoln Clark, editor, Consumer Behavior (New York : University Press, 
1954), pp. 30-87. 
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Nonshopping Goods 

Turning now to nonshopping goods, one may define these as products for 
which the consumer is both willing and able to use stored solutions to the 
problem of finding a product to answer a need. From the remarks on shopping 
goods it may be generalized that nonshopping goods have purchase determi¬ 
nants which do not change, or which are perceived as changing inconsequen¬ 
tially, between purchases. 11 The consumer, for example, may assume that 
price for some product never changes or that price is unimportant. It may 
be unimportant because either the price is low, or the consumer is very 
wealthy. 

Nonshopping goods may be divided into convenience and specialty 
goods by means of the concept of a preference map. Bayton introduces 
this concept as the means to show how the consumer stores information 
about products. 12 It is a rough ranking of the relative desirability of the 
different kinds of products that the consumer sees as possible satisfiers for 
his needs. For present purposes, two basic types of preference maps may be 
envisaged. One type ranks all known product alternatives equally in terms of 
desirability. The other ranks one particular product as so superior to all others 
that the consumer, in effect, believes this product is the only answer to his 
need. 

Distinguishing the Specialty Good 

This distinction in preference maps creates the basis for discriminating 
between a convenience good and a specialty good. Clearly, where the consu¬ 
mer is indifferent to the precise item among a number of substitutes which 
he could buy, he will purchase the most accessible one and look no further. 
This is a convenience good. On the other hand, where the consumer recogni¬ 
zes only one brand of a product as capable of satisfying his needs, he will be 
willing to bypass more readily accessible substitutes in order to secure the 
wanted item. This is a specialty good. 

However, most nonshopping goods will probably fall in between these two 
polar extremes. Preference maps will exist where the differences between the 
relative desirability of substitutes may range from the slim to the well marked, 
in order to distinguish between convenience goods and specialty goods in 
these cases, Holton’s hypothesis regarding consumer effort may be employed 
again. A convenience good, in these terms becomes one for which the consu¬ 
mer has such little preference among his perceived choices that he buys the 
item which is most readily available. A specialty good is one for which 
consumer preference is so strong that he bypasses, or would be willing to by¬ 
pass, the purchase of more accessible substitutes in order to secure his most 
wanted item. 

11 Katona, same reference as footnote 8, p. 68. 

J am ® s A. Bayton, “Motivation, Cognition, Learning—Basic Factors in Consumer 
Behavior, ’ Journal of Marketing. Vol. 22 (January, 1958), pp. 282-289, at p. 287. 

47 
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It should be noted that this decision on the part of the consumer as to how 
much effort he should expend takes place under somewhat different conditions 
than the one for shopping goods. In the nonshopping good instance the consu¬ 
mer has a reasonably good estimate of the additional value to be achieved by 
purchasing his preferred item. The estimate of the additional cost required to 
make this purchase may also be made fairly accurately. Consequently, the 
consumer will be in a much better position to justify the expenditure of addi¬ 
tional effort here than in the case of shopping goods where much uncertainty 
must exist with regard to both of these factors. 

The New Classification 

The classification of consumer goods that results from the analysis is as 
follows : 

Convenience Goods : Those goods for which the consumer, before his need 
arises, possesses a preference map that indicates a willingness to purchase any 
of a number of known substitutes rather than to make the additional effort 
required to buy a particular item. 

Shopping Goods : Those goods for which the consumer has not developed a 
complete preference map before the need arises, requiring him to undertake 
search to construct such a map before purchase. 

Specialty Goods : Those goods for which the consumer, before his need arises, 
possesses a preference map that indicates a willingness to expend the additional 
effort required to purchase the most preferred item rather than to buy a more 
readily accessible -Substitute. 

EXTENSION TO RETAILING 

The classification of the goods concept developed above may now be exten¬ 
ded to retailing. As the concept now stands, it is derived from consumer 
attitudes or motives toward a product. These attitudes, or product motives, 
are based upon the consumer’s interpretation of a product’s styling, special 
features, quality and social status of its brand name, if any. Occasionally the 
price may also be closely associated with the product by the consumer. 

Classification of Patronage Motives 

The extension of the concept to retailing may be made through the notion 
of patronage motives, a term long used in marketing. Patronage motives are 
derived from consumer attitudes concerning the retail establishment. They 
are related to factors which the consumer is likely to regard as controlled by 
the retailer. These will include assortment, credit, service, guarantee, shopp¬ 
ing ease and enjoyment, and usually price. Patronage motives, however, have 
never been systematically categorized. It is proposed that the procedure 
developed above to discriminate among product motives be used to classify 
consumer buying motives with respect to retail stores as well. 
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This will provide the basis for the consideration of retail marketing strategy 
and will aid in clearing up certain ambiguities that would otherwise exist if 
consumer buying motives were solely classified by product factors. These 
ambiguities appear, for example, when the consumer has a strong affinity for 
some particular brand of a product, but little interest in where he buys it. 
The manufacturer of the product, as a result, would be correct in defining the 
product as a specialty item if the consumer’s preferences were so strong as to 
cause him to eschew more readily available substitutes. The retailer may re¬ 
gard it as a convenience good, however, since the consumer will make no 
special effort to purchase the good from any particular store. This problem 
is clearly avoided by separately classifying product and patronage motives. 

The categorization of patronage motives by the above procedure results 
in the following three definitions. These are : 


Convenience Stores: Those stores for which the consumer, before his need 

or some product arises, possesses a preference map that indicates a willingness 
to buy from the most accessible store. 

Shopping Stores : Those stores for which the consumer has not developed a 

complete preference map relative to the product he wishes to buy, requiring 

im to undertake a search to construct such a map before purchase. 

Specialty Stores: Those stores for which the consumer, before his need for 

some product arises, possesses a preference map that indicates a willingness to 

uy t e item from a particular establishment even though it may not be the 
most accessible. 


The Product-patronage Matrix 

nan!? 01 ! 811 th ‘ S baS ' S Wil1 n ° W aff0rd the retai!er a means t0 consider alter- 
consumer rateg ] eS ’ 3 finer classificati °n system may be obtained by relating 
ing each motlves to consumer patronage motives. By cross-classify- 

three matrix m ° tlVe WUh 6aCh patronage motive, one creates a three-by- 

Each of the nin?S?th"” 6 f? SSib ‘ e ° f COnSumer bu y ing Savior. 
1 l ! u the matnx ma y be described as follows : 

this category, weferTtTh' ™ V f ,ience G<Md '\ The . consum er, represented by 
the most accessible store ^ ^ m ° St r6ad ‘ ly 3Vailable brand of P rodu ct at 

«L c zZ7:sz^ t T " s ^ od [ The his 

e assortment carried by the most accessible store 
ed brandTrom^ the^most^^^^ 00 ^ G °° d ' The consumer purchases his favor- 

brand ofTcoI™"t^rZ,T Th ' is indifere ”' the 

better retail service and/or “ ° rd<!r '° SeCUr ' 

among ZZ\,'!uo^oSlLo° 0 ‘' d C ° nS '‘“' er mak “ “”P»"'sons 

(brand). controlled factors and factors associated with the product 
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6. Shopping Store—Specialty Good : The consumer has a strong preference 
with respect to the brand of the product, but shops among a number of stores 
in order to secure the best retail service and/or price for this brand. 

7. Specialty Store—Convenience Good: The consumer prefers to trade at 
a specific store, but is indifferent to the brand of product purchased. 

8. Specialty Store—Shopping Good: The consumer prefers to trade at a 
certain store, but is uncertain as to which product he wishes to buy and 
examines the store’s assortment for the best purchase. 

9. Specialty Store—Specialty Good: The consumer has both a preference 
for a particular store and a specific brand. 

Conceivably, each of these nine types of behavior might characterize the 
buying patterns of some consumers for a given product. It seems more likely, 
however, that the behavior of consumers toward a product could be represent¬ 
ed by only three or four of the categories. The remaining cells would be 
empty, indicating that no consumers bought the product by these methods. 
Different cells, of course, would be empty for different products. 

THE FORMATION OF RETAIL STRATEGY 

The extended classification system developed above clearly provides addi¬ 
tional information important to the manufacturer in the planning of his 
marketing strategy. Of principal interest here, however, is the means by 
which the retailer might use the classification system in planning his market¬ 
ing strategy. 

Three Basic Steps 

The procedure involves three steps. The first is the classification of the 
retailer’s potential customers for some product by market segment, using the 
nine categories in the consumer buying habit matrix to define the principal 

Table 1 proportion of potential dress market in each matrix cell 


Buying habit 

% of market 

Convenience store-convenience good 

0 

Convenience store—shopping good 

3 

Convenience store—specialty good 

20 

Shopping store—convenience good 

0 

Shopping store—shopping good 

35 

Shopping store—specialty good 

2 

Specialty store—convenience good 

0 

Specialty store—shopping good 

25 

Specialty store—specialty good 

15 


100 
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segments. The second requires the retailer to determine the nature of the 
marketing strategies necessary to appeal to each market segment. The final 
step is the retailer’s selection of the market segment, and the strategy asso¬ 
ciated with it, to which he will sell. A simplified, hypothetical example may 
help to clarify this process. 

A former buyer of dresses for a department store decided to open her own 

dress shop. She rented a small store in the downtown area of a city of 50,000, 

ten miles distant from a metropolitan center of several hundred thousand 

population. In contemplating her marketing strategy, she was certain that the 

different incomes, educational backgrounds, and tastes of the potential 

customers in her city meant that various groups of these women 

were using sharply different buying methods for dresses. Her initial 

problem was to determine, by use of the consumer buying habit matrix, 

what proportion of her potential market bought dresses in what 
manner. 

By drawing on her own experience, discussions with other retailers in the 
area, census and other market data, the former buyer estimated that her poten¬ 
tial market was divided, according to the matrix, in the following propor¬ 
tions. 

This analysis revealed four market segments that she believed were worth 

further consideration. (In an actual situation, each of these four should be 

further divided into submarket segments according to other possible factors 

such as age, income, dress size required, location of residence, etc.). Her next 

task was to determine the type of marketing mix which would most effectively 

appeal to each of these segments. The information for these decisions was 

derived from the characteristics of consumer behavior associated with each of 

t e defined segments. The following is a brief description of her assessment 

o how elements of the marketing mix ought to be weighted in order to formu- 
ate a strategy for each segment. 


A Strategy for Each Segment 

ap * eal t0 the convenience Store-specialty good segment she felt that the 

anH m ° S i im ? ortant e ^ emen ts in the mix should be a highly accessible location 
a a seiecijon 0 f widely-accepted brand merchandise. Of somewhat lesser 

t foUnd ’ Were depth of assortme nt, personal selling, and price. 
Minimal emphasis should be given to store promotion and facilities. 

location 63 !!!! 16 ^ that the Shopplng store " s hopping good requires a good central 

motion ’an PnCC ’ and 3 broad assortment - She ranked store pro- 

facilit^ n3meS ■ 3nd , perS0naI sellin S aa secondary. Store 

u d» once again, receive minor emphasis. 

catered S t P n da l? store - shoppin g g°° d market would, she believed, have to be 

selling^aLd mor/ 11 , 6 ^ 6 ^ 0113117 ^ asSOrtment ' a high level of personal 
selling and more elaborate store facilities. Less emphasis would be needed 



374 


READINGS IN MARKETING MANAGEMENT 

upon prominent brand names, store promotions and price. Location was of 
minor importance. 

The specialty store-specialty good category, she thought, would require a 

marketing mix heavily emphasizing personal selling and highly elaborate store 

facilities and services. She also felt that prominent brand names would be 

required, but that these would probably have to include the top names in 

fashion, including labels from Paris. Depth of assortment would be secondary, 

while least emphasis would be placed upon store promotion, price and 
location. 

Evaluation of Alternatives 

The final step in the analysis required the former dress buyer to assess her 
abilities to implement any one of these strategies, given the degree of com¬ 
petition existing in each segment. Her considerations were as follows : With 
regard to the specialty store-specialty good market, she was unprepared to 
make the investment in store facilities and services that she felt would be 
necessary. She also thought, since a considerable period of time would prob¬ 
ably be required for her to build up the necessary reputation, that this 
strategy involved substantial risk. Lastly, she believed that her experience in 

buying high fashion was somewhat limited and that trips to European fashion 
centers would prove burdensome. 

She also doubted her ability to cater to the specialty store-shopping good 
market, principally because she knew that her store would not be large 
enough to carry the necessary assortment depth. She felt that this same 
factor would limit her in attempting to sell to the shopping store-shopping 
good market as well. Despite the presence of the large market in this segment, 
she believed that she would not be able to create sufficient volume in her 
proposed quarters to enable her to compete effectively with the local depart¬ 
ment store and several large department stores in the neighbouring city. 

The former buyer believed her best opportunity was in selling to the conve¬ 
nience store-specialty good segment. While there were already two other 
stores in her city which were serving this segment, she believed that a number 
of important brands were still not represented. Her past contacts with resour¬ 
ces led her to believe that she would stand an excellent chance of securing a 
number of these lines. By stocking these brands, she thought that she could 
capture a considerable number of local customers who currently were purchas¬ 
ing them in the large city. In this way, she believed, she would avoid the full 
force of local competition. 

Decision 

The conclusion of the former buyer to use her store to appeal to the conve¬ 
nience store-specialty good segment represents the culmination to the process 
of analysis suggested here. It shows how the use of the three-by-three matrix 
of consumer buying habits may aid the retailer in developing his marketing 
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strategy. It is a device which can isolate the important market segments It 
provdes further help in enabling the retailer associate the various typ s o 
onsumer behavtor with those elements of the marketing mix whicMhey 
are sensitive. Finally, the analysis forces the retailer to assess the probability 

possible^ket 1 " 3ttemptmg t0 USe the necessar y strate §y order to sell each 
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Any marketing system is characterized by the extensive use of marketing 
channels. The author of this article provides a general explanation of the origin 
of marketing channels and their dynamic nature. He also raises questions about 
that public policy which relates to productivity in marketing and the hazards o 

monopoly. 


Everyone is affected by marketing channels, but few have had the occa¬ 
sion to try to understand them. Even the marketing specialist is likely to be 
limited to his own product field in his detailed knowledge of channels. It is 
true that there have been public investigations of channels from time to time, 
often prompted by a wave of indignation against the “middleman. Lcgis a 
tors and public officials are called upon to make decisions affecting channe s 
without an adequate background concerning their place in the eco ** 01 ^' 
Channels in one field are declared to consist of too many stages, an 
conclusion is drawn that they are necessarily inefficient. In another fie 1 
asserted that channels are too highly integrated, with obvious imp ica 1 

as to the growth of monopoly. . 

This book is an attempt to describe the marketing channels m a 

of fields and to show how they happened to assume these ive *. . 

Other chapters will attempt to point up some of the implications of this 

material for business management and for public policy. The purp 
opening chapter is to discuss some of the underiying factors whichare mani 

fested in the development of channels generally. The first section 
chapter will show how intermediaries arise in the process of exchang 
will explain how the independent but co-ordinated agencies known as market 
ing channels contribute to economic efficiency. The second section will asses 
the forces which bring about change and adjustment in the structure 
marketing channels. Finally, there are questions of public policy related^ 
productivity in marketing and the hazards of monopoly. The third and1 fou 
sections of this chapter present some salient facts about marke ing c 

in relation to these issues. 

From Richard M. Clewett (ed.). Marketing 

Irwin, Inc., 1954). pp. 5-34. Wroe Alderson : Alderson & Sess.ons, 


Source : 
Richard D. 
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THE ORIGIN OF MARKETING CHANNELS 

Human culture is characterized by the existence of an assortment of goods 
available to the individual for his personal use or similarly available to a family 
or household. This assortment may include articles of clothing or adornment, 
stocks of foods or fuel, kitchen utensils, weapons and tools. In a sense every 
item in the assortment may be regarded as a tool or instrument designed for 
specific uses. The significance of the assortment of goods in the possession 
of the individual is that it provides the means or capacity for the various kinds 
of activities in which he may expect to engage. 

It is rational for the individual to be prepared for all of the activities which 
are normal for his culture or for his station in life. Thus if any item in his basic 
assortment should be about to be used up or worn out, he will be interested in 
replacing it. As his status or other factors in his situation change, he may need 
to add new items to his assortment. An example of a crucial change of status 
which may require additional items is that from bachelorhood to married life. 
The point is that in either primitive or advanced cultures the individual and 
the household maintain the power to act by replenishing or extending the as¬ 
sortment of goods in their possession. 

In a primitive culture most of the goods used within a household are produc¬ 
ed by the members of the household. The term “produce” should be inter¬ 
preted broadly enough here to include not only fabrication but the collection 
of natural objects not already in the possession of someone else. At an early 
stage in the development of economic activities it is found that some of the 
needs of a household or a tribe can be met more efficiently by exchange than 
y production. One family might be more skilful than another in making pots, 
w 1 e the second might be more skilful in making baskets. The first might 
e able to make two pots and the second two baskets faster than either 
cou make one of each. If both families produce a surplus of the article they 

can make best and then they engage in exchange, both may get better quality 
goods at lower cost. ' 


Exchange through Intermediaries 

This is a very elementary example of the advantages of specialization in 
pro uction and of the way that specialization is promoted through exchange. 

he purpose here is to show why exchange takes place through intermediaries 
and to consider the additional advantages which are gained through the deve- 
opment o middlemen and their alignment into marketing channels. To that 
_ e m ^y picture a slightly more complex exchange economy consisting of 
ouseholds. Each is producing a surplus of some article used by all five. 

::z:r: es m,§ht be pots - baskets - knives - h ° es and ^each ca Se a 

other hmi^'M Un i tS “ P roduced - and these units are then exchanged with the 

tw -»-• -*-•» ■» 
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• Now suppose that this pattern of decentralized exchange is replaced by a 
central market. All come together at an appointed place on the second Thurs¬ 
day in April, each bringing his surplus. This may be a time when they are 
coming together anyway to celebrate the spring festival of their rain god. 
The increased convenience with which the exchange is accomplished is 
indicated by Chart 1—2. 


CHART 1-2 
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Only five trips are required instead of ten. Each participant has his surplus 
in readiness for exchange. This may not always be true in the case of decen¬ 
tralized exchanges. When the pot-maker visits the basket-maker to offer his 
wares, there may not be any finished baskets on hand and ready for exchange. 
In a primitive culture the goods and the parties to the transaction must be 
brought together at the same time and place in order for exchange to occur. 
The example given shows how much more easily this is accomplished through 
a central market. Here in its most elementary form is the creation of time 
and place utility, a concept which is generally associated with marketing. 
Time and place utility have held little interest for the general economist but 
deserve a more intensive analysis from the viewpoint of the marketing 

economist. 

Centralized Exchange and Possession Utility 

The next step in the evolution of exchange is for the market to be operate 
by an individual who may be called a dealer. Each of the five producers now 
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engage in exchange with the dealer rather than with each other. The basket- 
maker, for example, trades his surplus to the dealer and receives back the 
items he requires to replenish his assortment. He may acquire a pot, a knife, 
a hoe, and a hat in a single transaction rather than through four separate 
transactions with the respective producers of these articles. In this way he 
saves time either to make more baskets or to devote to other pursuits. 
Possibly he will make five baskets instead of four, and the dealer will 
retain one basket in payment for his services. 

Our simplified model of exchange now embraces what has been called 


“possession utility” as well as “time and place utility.” Effort is involved 
in the act of exchange itself. The dealer has created possession utility by 
bringing about the transfer of goods from producer to consumer with less 
effort than would be involved in direct trading. Economic analysis of the 
factors in price equilibrium generally rests on the assumption that exchange 
transactions are costless. Marketing analysis directed toward an understand - 
ing of trade channels must begin with a recognition of the costs involved in 
the creation of time , place and possession utility. 

The saving might not be very important in the example given of a primitive 
economy consisting of only five producers. Cutting the number of trans¬ 
actions in half might not make a perceptible increase in productivity, and 
trading with each other might be valued in itself as a congenial form of social 
intercourse. The number of transactions necessary to carry out decentralized 


exchange is — n ^ where n is the number of producers and each makes 

only one article. Since the number of transactions required is only n if the 


central market is operated by a dealer, the ratio of advantage is n Thus 

if the number of producers is raised from 5 to 25 the ratio of advantage 
in favor of an- intermediary increases from 2 to 12. With 125 producers 
the ratio of advantage is 62. The figure 125 is a tiny fraction of the number 
of articles which must be produced to maintain satisfactory assortments in 
the hands of all of the consuming units in our complex modern culture. 
Even at this preliminary level of analysis, the ratio of advantage in favor of 
intermediary exchange is overwhelming. Exchange arises out of considerations 
of efficiency in production. Exchange through intermediaries arises out of 
considerations of efficiency in exchange itself. 


Creation of Time and Place Utility 

Intermediaries can increase the efficiency of exchange even when the 
producers and consumers under consideration are located in the same compact 
community. The advantages are greater when large distances intervene, 
lace utility takes on new aspects when the pot-maker and the basket-maker 
are hundreds or even thousands of miles apart. When buyer and seller are 
so tar apart, one or the other must take the initiative in closing the gap. One 
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of them must call on the other if they are to negotiate face to face. One 
side or the other must assume the cost of moving the goods. Transportation 
and communication systems arise to bridge the distance. The railroads and 
trucking companies are in effect new types of specialized intermediaries serving 
buyer and seller more cheaply than they could serve themselves. It was no 
less an authority than Alfred Marshall who said that economic progress 
consists largely in finding better methods for marketing at a distance. 1 The 
number of intervening marketing agencies tends to go up as distance increases. 
Many eastern companies who sell directly to wholesalers in other parts of the 
country sell through manufacturers’ agencies on the Pacific Coast. This type 
of arrangement was even more common in the past but has been dropped 
in some instances as communication with the Pacific region has improved. 
Distance, for the present purpose, is not to be measured in miles but in terms 
of the time and cost involved in communication and transportation. In this 
sense there are points 300 miles inland in China which are further away from 
Shanghai than is San Francisco. Tariffs and the formalities of customs clearance 
are also a form of distance. As a result, specialized import and export firms 
commonly enter into foreign trade in addition to other types of intermediaries. 

Production and consumption may also be separated widely in time. The 
wheat crop which is harvested in June is destined to be consumed as bread 
or other foodstuffs over a period of a year or more thereafter. To bridge 
this gap in time is to create utility for both producer and consumer. One 
wishes to be paid as soon as the crop is harvested. The other wants bread 
as needed without having to maintain a stock of wheat in the meantime. 
Specialized intermediaries such as grain elevators and warehouses enter the 
picture and help to create time utility through storage. Banks, insurance 
companies and other specialized institutions help to minimize the costs 
and the risks of owning goods in the period between production and con¬ 
sumption. Retailers and wholesalers create time utility simply by holding 
stocks of goods available to be drawn upon by buyers. Without these 
facilities the only course open to the buyer would be to place an order 
with the producer and wait until the article could be produced and delivered. 
To be able to obtain the article at once instead of waiting is the essence 
of time utility. Another way of creating time utility is by selling on credit 
either to consumers or to other types of buyers. Through the instalment 
purchase of an automobile, for example, the consumer is able to begin 
enjoying the use of the car long before it would be possible for him to pay 
for it in full. An automobile used partly for business, or other items entering 
into a further stage of production, may help to raise the money needed for 

purchasing the product. 

i * I • • 

r i Alfred Marshall, Principles of Economics (8th ed.; London: Macmillan & Co., 
Ltd.," 1920), p. 397. 
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Technological distance and the Discrepancy of Assortments 

Producer and consumer are often a long way apart not only in time and 
space but in other ways. A product has a very different meaning for its 
producer and for the ultimate consumer buyer. For the consumer it has 
the possibility of contributing to what might be called the potency of his 
assortment. That is the range of capacity for future action provided by 
all of the goods in his possession. The consumer judges the product in 
relation to anticipated patterns of behavior and considers how it will fit 
in with other products he expects to use. If it is a mechanical refrigerator 
it must fit into the space available for it in his kitchen or pantry, and be 
equipped to utilize the supply ot electricity or domestic gas. If it is a tie, the 
wearer does not want the color to clash with the colors of his other clothing. 
The specifications of the ideal product from the consumer viewpoint are 
determined by use requirements, including the requirement of not detracting 
from the value in use of other items already in the assortment. 

The goods that a producer has for sale are the expression of his skills 

and resources. Ideal specifications from his viewpoint would be those which 

made most effective use of his plant capacity and of the available labor and 

raw materials. If he makes more than one product his stock of finished 

goods may be regarded as an assortment in the sense that it constitutes a 

supply with diverse characteristics. In some cases the separate items will 

be quite unrelated from the viewpoint of the uses they serve. They may 

have nothing in common except that they were produced from the same 

materials or by similar processes. Two items may be linked even more 

closely, one being a primary product and the other a by-product. In any 

case it is a wholly different thing for goods to be found together because 

of convenience in production as compared to an assortment of goods that 
are all complementary in use. 

The most convenient or constructive association of goods changes at each 
stage mi the flow of merchandise from producer to consumer. This fact has 
een generalized as the “discrepancy of assortments.” 2 Goods are associated 
or transportation because of physical handling characteristics and common 
origin and destination. Goods are associated for storage in terms of the 
ength of time they are to be stored and the conditions needed to preserve 
t em. Between the producer’s stock of finished goods and the assortment 
m the hands of the consumer there may be other stocks or assortments 
maintained by retailers and wholesalers. The composition of these inter- 

me Th ate i t0CkS iS determined b y the requirements of the functions performed. 

the discrepancy of assortments places "severe limitations on vertical 
integration of marketing agencies. A retail grocer typically relies on 


trnl“ aV J d R ,' Cr , ai * and Wemer K - GabIer > “ The Competitive Struggle for Market Con- 
' Annals of the American Academy of Political and Social Science, May, 1940. 
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different wholesale sources for meat, produce and packaged groceries. The 
requirements for storage, handling and other aspects of the wholesale function 
are quite different in these product fields. The retailer may provide the 
consumer who wants to buy peaches with a choice of fresh, canned, or frozen. 
Yet the routes by which the three items reached the grocery store would 
normally be quite different at both the wholesale and production levels. 
If it were not for the discrepancy of assortments, marketing channels might 
be more frequently integrated from top to bottom. Most fundamental of 
these discrepancies is that between producer stocks and consumer assort¬ 
ments. The product appears in a very different setting at these two levels 
and may be said to belong to the technology of production at one stage and 
the technology of use at the other. In addition to distance in time and space, 
marketing channels serve to bridge the technological gap (which may be 
regarded as a third form of distance between production and consumption). 


Aspects of Sorting in Marketing 

Fundamental to the adjustment effected through marketing channels are 
the four processes which may be bracketed under the name of “sorting”. 
Most elementary of the forms of sorting is “sorting out.” That means 
breaking down a heterogeneous supply into separate stocks which are 
relatively homogeneous. Sorting out is typified by the grading of agricultural 
products or by pulling out rejects in some manufacturing operations. A 
second form of sorting is accumulation, or bringing similar stocks together 
into a larger homogeneous supply. Accumulation of such stocks is essential 
to mass production and continuous manufacturing operations. Automatic 
machines are built with only a limited range of tolerance for variations in the 
materials processed. 

The other tw T o aspects of sorting are those which predominate in the 
distribution of finished manufactured goods. The first of these may be called 
“allocation.” It consists in breaking a homogeneous supply down into 
smaller and smaller lots. This process in marketing is generally coincidental 
with geographical dispersal and successive changes in ownership. Allocation 
at the wholesale level has sometimes been called “breaking bulk.” Goods 
received in carload lots are sold in case lots. A buyer in case lots in turn 
sells individual units. 

The final aspects of sorting and the one which is most fundamental for 
this discussion may be called “assorting.” That means building up 
assortments of items for use in association with each other. Both consumer 
buyers and industrial buyers enter the market for the purpose of building up 
assortments. Sellers undertake to facilitate assorting as carried on by buyers. 
Retail stores usually arrange goods in display according to categories of use 
rather than by producers or points of origin. Thus a consumer entering 
a department store can readily locate a department displaying all types of 
dresses. She does not have to go to a cotton department handling cotton 
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sheets, rugs, awnings and bandages in order to locate a cotton dress. 
Allocation and assorting go hand in hand in the channels of distribution. 
Purchase by the consumer is the common end point. It represents the com¬ 
pletion of the process of allocation carried on by sellers and the culmination 

of economic activity in the replenishment or extension of the assortments 
in the hands of consumers. 

Wholesaling is a manifestation of sorting as an essential marketing process. 
Goods are received from numerous suppliers and delivered to numerous cus¬ 
tomers. The essence of the operation is to transform the diversified supplies 
received into outgoing assortments on their way to customers. The justifica¬ 
tion for an independent wholesaling operation rests largely on the ratio of 
advantage growing out of this intermediate sorting. It has been pointed out 
elsewhere that this advantage goes up in relation to the product of the number 
of suppliers and the number of customers. 3 

The ultimate in intermediate sorting is seen in the freight classification yard. 
Trains of cars arrive over various routes. These trains are broken up and 
recombined according to the routes over which they will depart. Let us 
assume a simplified case in which 5 railroads come into the same terminal 
point. There are 5 production centers on each line or 25 in all. A train 
coming in over route A consists of 100 loaded cars. Twenty cars are picked 
up at each production center on route A, each destined for one of the centers 
on other lines. The same volume of freight originates on each of the other 
routes. Each of the production centers ships and receives 20 carloads of 
freight. Yet because of resorting at the central interchange the entire move¬ 
ment of 500 cars is completed bv each of the 5 trains making a round trip over 

its own line. Note that there are no two cars for which both origin and desti¬ 
nation coincide. 

To summarize the case presented so far, intermediaries arise in the process 
of exchange because they can increase the efficiency of the process. The justi- 
eation for the middleman rests on specialized skill in a variety of activities 
and particularly in various aspects of sorting. The principle of the discre¬ 
pancy of assortments explains why the successive stages in marketing are so 
ommon y operated as independent agencies. While economists assume for 
er am purposes that exchange is costless, transactions occupy time and utilize 
sources in the real world. Intermediary traders are said to create time, 

cost 6 fh sion uti,it y because transactions can be carried out at lower 

the distHhL* em t * 13n t ^ lrou ^ 1 direct exchange. In our modern economy 

one hand * /Tu netW0 *! k makes Possible specialized mass production on the 
e hand and the satisfaction of the differentiated tastes of consumers on the 


. u A ' ders0n ’ Scope and Fu "ction of Wholesaling in the United States,” Journal 
of Market,ng, September, 1949. 
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Routinization of Transactions 

There is a final factor to be considered in explaining why a sequence of 
marketing agencies hangs together in such a way as to deserve the designation 
of channel. That is the fact that the cost of moving goods from one level to 
the next can be minimized if the transaction! can be reduced to a routine. For 
a transaction to be routinized it must happen according to rules, and both 
sides must understand the rules. Even more fundamental is the need for con¬ 
fidence growing out of the established relationships of buyer and seller. 
Performance on each side rests on the belief that the other side will behave as 
expected. Out of long acquaintance each becomes a point of reference for 
habitual behavior by the other. 

It is well to remember here certain linguistic coincidences. The word 
‘‘customer” comes from the same root as the word “customary.” Both derive 
from “custom,” meaning habit or established practice. The word “routine” is 
readily traced to “route,” which means a customary course or way. A related 
word is “channel,” a variation on the word canal in Old French. Thus channel 
means a fixed and clearly marked route. In marketing practice there could be 
no channels without routines. Some advocates of the free market tend to 
regard all such institutional structures as restrictions on economic freedom. 
We will try to show later that marketing channels are essential to effective 
competition and to the orderly and efficient movement of goods. 

One of the functions of advertising is to contribute to the routinization of 
repetitive transactions. A brand name comes to stand in the place of a set of 
product specifications. This avoids the need for specifying in detail what is 
wanted for every successive purchase of the same article. Routine handling of 
actual transactions is promoted when the majority of buyers come to prefer 
one brand or another. Thus discussion of product specifications is largely 
eliminated except from those transactions in which the buyer is considering a 
change. Channels of communication parallel and supplement the channels for 
the physical movement of goods. 


Effective Search through Marketing Channels 

The discussion of sorting heretofore assumes that the goods desired by 
buyers and the customers desired by sellers are readily available. Actually, 
a perfect market in that sense does not always exist. A buyer with a particu¬ 
lar need starts looking for a product with the desired specifications with no 
assurance that a product of this precise character exists. The same is true 
for the producer who has increased his production but cannot be certain that 
customers are to be found to absorb his surplus. This aspect of market beha¬ 


vior may be called “searching.” To the extent that buyers 
cope with uncertainty they are engaged in a double search, 
successful it leads to the completion of the sorting processes 


and sellers must 
If the search is 
of allocation and 


assorting which have already been considered. 

What is called “shopping” is searching as carried on by 


consumers. The 
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shopper starts out with some conception of what is wanted, more or less 
clearly defined. As a shopping trip proceeds the shopper gains knowledge as 
to what is available. At each stage the shopper has the option of taking some¬ 
thing which is fairly satisfactory or continuing with the search. Usually the 
shopper does not search at random but goes to the most likely place first. 
The organization of retailing by separate lines of trade facilitates searching 
by consumers. The retailer, in buying new items for his store, may be regard¬ 
ed as representing the consumer in searching among sources of supply which 
are not readily available to the consumer. Thus channels facilitate searching 
as well as sorting. The same thing is true from the side of the producer who 
ordinarily searches for new customers through existing channels. 

The search problem was analyzed from the military viewpoint during 
World War II. Principles of efficient search were developed governing such 
situations as airplanes searching for submarines. Searching in the market 
place absorbs effort, and this effort can be employed with varying degrees of 
productivity. The need for efficiency creates a need for specialists in search¬ 
ing as well as in sorting. Particularly is this true if the good to satisfy a need 
does not actually exist or the demand which can absorb a surplus has yet to 
be aroused. Special knowledge is required to locate the production facilities 
which can turn out a new product or the segment of the market which can 
most readily be induced to accept it. Such activities as product development 
and marketing research are expanding rapidly in the attempt to meet these 
problems. 

The tendency to maximize productivity in economic activity leads to 
specialization in marketing as it does in production. A sequence of marketing 
agencies hangs together to constitute a channel for a given product. Cohesion 
is promoted by the advantages of the routine handling of transactions made 
possible by mutual confidence. The successive agencies tend at the same time 
to remain under separate ownership and control because of the discrepancy 
of assortments, the principle by which the natural association of products 
differs at each level. Both sorting and searching, the fundamental marketing 
functions, are facilitated by the existence of marketing channels. Exchange 
is inherently dynamic and tends to evolve a structure through which an in¬ 
creasing volume of transactions can be executed at the same or lowest cost. 

THE DYNAMICS OF MARKET ORGANIZATION 

The system of marketing channels in an exchange economy is steadily 
undergoing change and adjustment. The exchange mechanism reacts to 
changes in production and consumption. The existence of an effective distri¬ 
bution system is in turn a potent factor affecting the behavior of producers 
and consumers. Finally, there is the principle of the proliferation of opportu¬ 
nity whereby the chance for success of a new business firm rests in part on 
the prior existence of other firms. This principle accounts for the steady 
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growth in the number of firms at all levels but operates with special force with 
respect to firms engaged primarily in marketing. These dynamic aspects of 
market organization will be discussed in this section. 

Expanding Markets 

Market demand increases either because there are more people in the 
market or because of greater consumption per capita. Expansion of demand 
has been occurring for both reasons in the United States. Marketing channels 
have been undergoing modification both because of these increases and 
because of shifts in the distribution of population and in the patterns of 
consumption. 

To predict the effect of increased population on consumption and hence 
on marketing channels it is necessary to consider the increase by age groups. 
Currently the increase has been greatest among infants and among elderly 
persons. A boom has resulted in certain classes of goods and in types of 
stores which handle them. Fewer young people are reaching marriageable age 
than a few years ago. This has caused a drop in the rate of family formation 
with repercussions affecting many intermediary agencies including plywood 
jobbers and furniture retailers. Increased consumption per capita is a result 
of increased productivity reflected in consumer income. The pattern of this 
increased demand is affected by such factors as the scarcity of domestic help. 
Housework is an activity subject to only slight increase in productivity wit 
a consequent transfer of workers to other occupations. Workers are taking 
part of their increased productivity in the form of shorter hours. That he ps 
to create demand for certain types of goods and services and to provi e 

opportunities for the corresponding types of business firms. 

Shifts of population have brought major changes in marketing channels 
in the post-war period. The marketing system has been largely reconstructe 
in some lines of trade, particularly in the South-West and the Far-West. 

Changing Techniques of Production and Marketing 

Technological change in production has a powerful impact on marketing, 
and the reverse is almost equally true. New products are introduce w ic 
in some cases cannot be handled by the older channels. A striking illustration 
is the recent development in the use of anhydrous ammonia as a ferti lzei. 
This substance is forced into the soil in gaseous form, and special equipment 
is required. A new type of distributor has sprung up in the cotton growing 
area using pressure tanks for storage and delivery trucks equipped with 

specialized applicator nozzles. 

In other cases, existing dealers and distributors have taken on the new 
technical products, but their selling and service activities have been great > 
modified. Much time is spent on installations and on demonstrations to teac 
the consumer how to use the product effectively. To the extent that a mar et 
ing channel must transmit technical information, its efforts tend to become 



DEVELOPMENT OF MARKETING CHANNELS 


387 


restricted to a limited number of items. Other factors on the production side 
which affect marketing channels include the relocation of basic industries 
such as steel. Another is the trend toward continuous process manufacturing 
resulting in new demands on. the marketing system. 

' Changes in production methods and in market demand mean a constant 
shift in the task of marketing. The existence of independent intermediary 
agencies provides flexibility for effecting the necessary adjustments. New 
products can be introduced rapidly by securing the support of brokers or 
specialized distributors. The level of consumption can be maintained by 
causing goods of frequent purchase and established demand to be stocked 
in the maximum number of outlets. The general availability of service and 
repair parts encourages consumers to buy products whose sales would other¬ 
wise be more limited. Our productive plant and our marketing system is a 
single integrated mechanism with expansion on one side requiring expansion 
on the other. 

Proliferation of Opportunity 

The opportunity for a firm to specialize in marketing activities obviously 
depends on the existence of other firms. The development of one type of 
intermediary changes the marketing structure and may prepare the way for 
still another type. Instead of opportunity being exhausted by the entry of a 
new firm or type of firm, opportunity may be said to proliferate because of 
the several ways in which an existing firm may be the point of departure for 
a new one. First of all, the new firm may be the complement of the existing 
firm. The relation between complementary firms has been analyzed at some 
length by Boulding. 4 

Two firms are complementary when the existence of each increases the 
likelihood of the survival and success of the other. The relationship of com¬ 
plementary firms resembles the relation of symbiosis so frequently found 
among plant and animal species. The combination of firms or organisms is 
engaged in exploiting a joint opportunity. The exploitation of joint opportunity 
by firms which are differentiated as to function is one of the most fundamen¬ 
tal and characteristic features of marketing channels. 

The combination of firms constituting a channel may consist simply of a 
manufacturer and a retailer. In other instances there may be two or more 
steps in between—as, for example, a wholesaler and a broker. If the channel 
is regarded as extending all the way from the producer of the raw material to 
the ultimate consumer, it may be still more complicated. Processing may 
take place at several points along the way with various kinds of marketing 
agencies in between. One illustration is the channel which brings a loaf of 


4 K. E. Boulding, A Reconstruction of Economics (New York: lohn Wiley & Sons, 

1950). 
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bread to the family table. The wheat grower sells to a local elevator which 
may ship to a terminal elevator or directly to the flour miller. The miller 
sells through a broker to bakers and wholesale grocers. The baker may pro¬ 
vide home delivery through his own trucks or sell to a retail grocer who in 
turn sells to the consumer. Meanwhile, the wholesaler is selling flour to retail 
stores and small bakeshops, which in turn sell either flour or bread to the 
consumer. 

The survival and prosperity of every firm in the channel is dependent upon 
the success of the others. If the baker is inefficient, the miller is penalized 
almost as directly as by his own inefficiency. If the earnings of both the 
miller and the baker would be increased by eliminating the flour broker, 
the latter would not be able to maintain his position. If some new type of 
intermediary could improve the input-output relationship of the channel as 
a whole, it would not take him long to gain a foothold. 

Large manufacturing firms create opportunity for numerous smaller firms 
engaged in wholesaling and retailing. These smaller firms may complement 
the activities of the manufacturer in a highly specialized way, as in the case 
of most automobile dealers and appliance distributors. Large distributing 
organizations find their complements in a similar way among small producers. 
The large firm in either case often extends a variety of management services 
to the smaller firms. This practice is an indirect acknowledgment that the 
prosperity of the large firms depends on the survival of the smaller. A notable 
example is found in tire marketing. The tire manufacturer stands ready to 
help his dealer in picking a location, planning store layout and fixtures, 
installing accounting controls, and in many other business problems. 

Even though a complementary relationship is already well established, 
there may be an opportunity for a new firm to enter on one side or the other. 
The new firm is then competing for the opportunity to cooperate with existing 
firms. In some cases it may simulate what is already being done as closely as 
possible. It may readily gain a foothold if it is competing with a firm which 
formerly held a monopoly in its limited field. Some of those who dealt with 
the pre-existent firm are disaffected and pleased to have a chance for a new 
connection. Others will give the newcomer a part of their business to help 
keep him alive as an alternative to their main connection. Sometimes the 
older firm is too cautious to expand, so that the newcomer provides the facili¬ 
ties needed for growth. In any case the new firm finds its opportunity in 
certain limitations of the older firm whose form of operations it is adopting. 

More frequently the newcomer will deviate in one way or another from 
the established pattern. Its market position will be more secure if it performs 
a distinct function and one which the older firms are unable to assume. 
The deviation may consist of nothing more than setting up the same type of 
business in a different community. The deviant firm may attempt to appeal 
to consumers at a higher income level by offering additional services or to a 
lower income group by eliminating services and reducing prices. 
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Deviation may take the form of separating out a function to allow for 
more specialization, as in the case of the food broker who negotiates sales 
without assuming either ownership or possession of the goods. It may consist 
in combining functions for better co-ordination, as illustrated by the chain 
organization with both retail stores and a wholesale warehouse. A major 
deviant trend in recent times has been the wholesaler without stocks operat¬ 
ing in fields where there is a need for intermediate financing and risk-taking 
but nothing to be gained through separate wholesale inventories. 

The opportunity for a deviant firm frequently arises because of the self- 
imposed limitations in the policies of the established firm. The credit jeweller 
gets a chance because the old-line jeweller frowns on installment credit. 
Together they cover the market, but each occupies a niche that is closed to 
the other. Some manufacturers will sell only through wholesalers, leaving 
others to meet the desire for direct purchases by retailers. The stability 
of the first manufacturer’s position rests largely on his distribution policy, 
but it does not enable him to control all of the business. An organization 
usually adopts a fixed policy to inspire confidence and thus to enable it to do 
an orderly and profitable business. There is no escape from the fact that the 
very announcement of a policy may give some other firm a chance to estab¬ 
lish a foothold by deviating from this policy. To occupy a specified position 
is to leave other possible position unoccupied. 

It has been pointed out elsewhere that the drive for competitive advantage 
in position in any system keeps the system in ferment. 5 Not only does the 
competitive exploitation of opportunity lead to changes in the methods and 
structure of individual firms but it tends to bring about shifts in the number 
and character of firms in existence. In one sense there is a tendency toward 
an equilibrium number of firms by categories, but it is always an uneasy 
equilibrium within the channels of distribution. The number of firms tends 
to be equated to the number of available niches or footings in the market. 

A niche may be defined as a place that is suited to the capacities of a 
person or an organized group. Such a footing in the market constitutes an 
effective opportunity for a firm if it represents a sufficient nexus of supply 
and demand to sustain the minimum operation necessary to survival. Both 
supply and demand are radically heterogeneous, so that there must be a 
continual sorting out of segments of supply and demand and a matching 
of these segments with each other. To discern the existence of such a nexus 
is to recognize opportunity. 

The firms which make up marketing channels stand in a special relationship 
to economic opportunity. Since they require goods for resale rather than 
use, they are oriented to supply and demand of an intermediate character. 
Their opportunity is contingent on the willingness of others to use them as 

6 Wroe Alderson, “Survival and Adjustment in Organized Behavior Systems” in 

Reavis Cox and Wroe Alderson (eds.), Theory in Marketing (Chicago: Richard D. Irwin, 
Inc., 1950), p. 85. 
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a channel. Yet many types of intermediate units find suppliers and customers 
ready to use them. The contingent nature of their opportunity does not 
operate so much to restrict their numbers as to create a constant potentiality 
for shifting channels. Some of the most fundamental channels of trade in 
the United States seem to have been in a constant state of revolution for 
decades. 

The opportunity for all types of firms is inherently dynamic in a market 
economy since shifts in demand and in competition are always possible. 
The greater dynamism in marketing channels is only a matter of degree. 
Opportunity creates instability in the system because the exploitation of 
opportunity by one firm changes the outlook for other firms. In general, it 
may be anticipated that the success of one firm or type of firm creates 
opportunity for others. 

Only a free market economy gives full play to the principle of proliferation. 
A free market is not only a market in which existing enterprises are free to 
trade with each other. An even more fundamental freedom is freedom for 
all parties to try to organize the market from the standpoint of their best 
opportunity as they see it. In order for proliferation to take place promptly 
and constructively, the economy of a country must have the enterprise spirit 
and tradition as well as a favorable legal framework. In other words, the 
attempt of the individual to establish his own enterprise must be accepted 
as a normal aspect of the universal struggle for status. In an increasingly 
complex economy the aspirant seeking entry into the market must also have 
the training and experience which gives some chance of survival. The enterprise 
spirit might eventually be dulled or diverted if there was not a goodly number 
of entrants succeeding in such fields as retailing along with the many failures. 

In summary, the analysis of factors affecting marketing channels rests on 
the conception of a system of action of which the individual firms are 
elements. Each firm struggles for survival and for improvement of its position 
within this system. This drive for position is not restrictive if the economic 
base of the system is stable or expanding. Instead, it manifests the proli¬ 
feration of opportunity as the success of existing firms tends to open the 
way for others. This is particularly true of firms in intermediary distribution, 
since their opportunity resides in supplementing the activities of other firms. 
The network of firms in distribution can never come into a final stage of 
equilibrium, since any given state of the system provides opportunities for 

new firms, and the entry of these firms leads to a further change of state. 

% 

PRODUCTIVITY IN MARKETING 

Periodic Congressional investigations of marketing have raised the question 
of high costs and inefficiency in the distribution system. The intention here 
is not to refute this charge but to assay the problem of testing its vali ity. 
There are ways of discovering weaknesses in the distribution system an 
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of devising remedies. Many market analysts devote their lives to it. In fact 
it is out of their experience with the difficulties of making even piecemeal 
improvements that they derive their scepticism about sweeping indictments 
or legislative cures. The authors of this volume are endeavoring to con¬ 
tribute to a better informed public policy concerning marketing channels 
rather than suggesting what that policy should be. 

The evaluation of productivity in marketing is a very difficult analytical 
problem. Critics of marketing frequently view with alarm the large per¬ 
centage of the consumer dollar which goes for marketing costs. There are 
no methods available which will give a definitive answer to the question, 
“Does distribution cost too much?” Productivity questions arise with respect 
to the operations of the individual unit and the co-ordinated action of units 
making up a system. Productivity in the system must be interpreted in 
relation to characteristic aspects of its structure. Productivity over the longer 
run implies control of risk as well as minimizing cost. The ultimate judgment 
as to productivity must take account of changing outputs of the marketing 
system as well as changing inputs. 

Productivity can be considered either for the case of the individual 
marketing unit or of the marketing channel or system. The unit has to strive 
for efficiency to hold its place in the channel. It does not compete with similar 
units alone but with the possibility that those it serves can deal with each 
other directly. Efficient methods can spread quickly from one unit to another 
because, generally speaking, they can neither be kept secret nor patented. 
The technology of marketing is constantly evolving because of internal 
competitive factors and not only because of the pressure created by changing 
technologies in production and use. 

Productivity and Marketing Structure 

It has been shown in an earlier section that structure and function are inter¬ 
dependent, that efficiency in exchange cannot be evaluated apart from market 
organization. In considering productivity in a marketing system, four simple 
elements of structure may be identified. These structural elements correspond 
to arrangements of individual units and may be designated as series, parallel, 
convergent and divergent structure. The first pertains to the sequence of 
steps in a marketing channel, the second to competition among channels, the 

third to a buyer’s relation to his suppliers, and the fourth to a seller’s rela¬ 
tions to his customers. 

The productivity of units arranged in series depends on good communication, 
essential product knowledge must get through the channels to the user. Market 
Knowledge must feed back through channels to the supplier. To act effec- 

ZJ’ a channeI must in some degree respond as if it were an integrated 
e. hat means that a program or policy advocated by one unit in the 
enes must be accepted by other units to achieve co-ordination. Successive 

ts m a senes can behave in such a way as-to make it easier and more 
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economical to do business with each other. A large part of their dealings 
can be reduced to routine, while other aspects can be reviewed or opened for 
reconsideration at intervals. Economy lies in the direction of making the 
flow of goods semi-automatic even though the successive units are autonomous. 

The most productive relationship among parallel units would be one which 
might be called “selective competition.” Each competitor would try to capture 
that part of the market he was best fitted to serve. Wholesalers in neighboring 
cities, for example, would spend a relatively small proportion of effort in invad¬ 
ing each other’s territories. Each would recognize the greater value of intensive 
cultivation of retail accounts closer to home. This type of competitive policy 
facilitates the matching of segments of supply and demand best suited to each 

other. 

The buyer is obliged to make decisions affecting his suppliers and potential 
suppliers. He must choose among products offered on the basis of some mea¬ 
sure of their value to him. Productivity of the system is impaired if he buys 
too many items which do not move or if he turns down too many items with a 
good potential demand. Productivity of the system is promoted if his rating 
of the products offered is in accord with some objective measure of their merits. 

The seller has the task of distributing effort over all of his customers or 
customer classes. The productivity of the system is increased if he allocates 
effort to customers in a way that is reasonably proportional to the vo ume o 
business that can be expected of each. He may be justified in taking a ^ c °^! 
of potential business rather than basing his judgment solely on curren 
ness. It has been shown by analysis of sales costs that the cost o cu iva 
a small customer may be greater than the entire business obtaine ron ? } 

On the other hand, there are risks involved in concentrating too 

percentage of volume with a few large customers. 


“par?onfe movement toward more efficient methods in mating ffiere 

are various attempts by marketing agenc.es to cope with risk The gen 
strategies for dealing with risk include (a) the shifting of risk, (b) the pooling 
or hedging of risk, and (c) the elimination of risk through control of the ope¬ 
rating situation. Qthers js a common feature of 

Attempts to avoid risk by shitting pnarantees as to salability of a 

marketing channels. Retailers deman |o i up their distributors 

new product. Manufacturers sometimes attempt^ either as to 

with surplus stock when they an p which will make the old ones 

declining demand or the advent of new ™ Government price 

obsolete. In the case of some farm pro u avoid marketing risks that were 

supports has enabled the distribution trades to avoid marketing 

formerly incident to the business. , d ale transactions is a 

Hedging marketing risk by offsettingIP commodities. The whole- 

traditional feature in the marketing of certain basic commo 
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saler and retailer succeed to some extent in spreading risk over the wide 
range of products they carry. Violent price fluctuations, product obsolescence, 
or other marketing hazards are not likely to affect all commodity lines at 
once. 

Of still greater importance in its impact on marketing channels is the 
attempt to eliminate risk by controlling all the critical factors in an operating 
situation. The critical factors affecting the operations of one marketing 
agency often lie outside the immediate domain of its executive management. 
The behavior of the firm’s suppliers or customers may have the deciding 
influence on the outcome of a marketing program. A large manufacturer 
faced with the risk of having an expensive promotional program fall flat may 
undertake to give direction to the efforts of his distributors and dealers. Even 
though he is convinced that his customers would profit from conforming to 
the plan, he is not content to assume that they will do so on grounds of 
rational self-interest. The advantages to the customer have to be pointed out 
and he usually needs to be given instructions as to what to do about it. Only 
when someone in the marketing channel takes responsibility for co-ordinated 
action can it be expected that anything more than routine operations will be 
carried out effectively. 

The initiative in the co-ordination of marketing effort is commonly exercised 
by a large firm dealing with a number of smaller firms. The large firm has 
the greater incentive to minimize risk and usually the greater resources for 
developing an effective plan. The attempt of a large firm to control the actions 
of small firms is likely to be viewed with suspicion by regulative agencies, 
whatever the justification from an operating standpoint. Attempts of a 
manufacturer to utilize different types of retailers and wholesalers in accord¬ 
ance with the facilities they offer often lead to charges of discrimination. 
There have no doubt been serious abuses in the past, and legislation such as 
the Robinson-Patman Act has made sellers more conscious of their respon¬ 
sibilities to the intermediate agencies which serve them. Many firms wel¬ 
comed this law at the time as an aid in withdrawing from admittedly unsound 
practices in which they had become involved. 

Equally difficult problems as to control and risk arise when co-ordination 
is attempted by a large buyer. This buyer may be a chain store organization, a 
manufacturer buying materials and component parts, or a governmental 
agency. The buyer sometimes prescribes product standards, production 
methods, procedures in handling transactions and even the margin of net 
profit for the supplier. While many regard these conditions as onerous, 
quite a few accept them as the price of security. Actually such complete 
reliance on a single large customer does not eliminate risk so much as trans¬ 
forming its character. There is still the risk of being cut off for unsatisfactory 
performance. There is also the risk that the volume of sales of the large 
buyer, and hence his purchases, will decline and that the small supplier has 
meanwhile lost the flexibility needed in adjusting to changing markets, 

50 
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The Changing Task of Marketing - 

A further dimension of the problem of measuring productivity in market¬ 
ing is that of defining the job which the marketing system is supposed to per¬ 
form. Any measures of efficiency in performance necessarily start from job 
specifications. In marketing, the question has been raised as to whether any 
improvement was taking place because there was no apparent change in 
certain crude measures of efficiency. One of these is the percentage of the 
consumer’s dollar w T hich is absorbed within the marketing channels. This 
figure could remain the same or even increase despite an improvement in 
marketing efficiency. One way that this could happen would be for produc¬ 
tion costs to decline at a faster 1 rate than marketing costs. In percentage 
terms this would result in a surface indication that marketing was growing 
less efficient, even though the decline in production costs might have been 
brought about by innovations in marketing. 

There is another way in which this statistical fallacy could occur which is 
more directly pertinent to the present discussion. That could happen if the 
functions performed by the marketing system had risen by a greater amount 
than was needed to offset the apparent increases in marketing costs. There is 
evidence of a steady secular trend in the direction of enlarging the scope of 
the job performed by the marketing system. This is related in part to the 
fact that the number of items flowing through marketing channels is constant¬ 
ly increasing. It is also related to the fact that many few products have rela¬ 
tively severe requirements for their installation and successful use. Thus 
increased amounts of technical information and service must be transmitted 
through marketing channels. Under these circumstances the marketing 
system performs a larger function for both the consumer and the producer. 
The consumer is presented with an increased range of selection and the oppor¬ 
tunity of finding something which is more nearly adapted to individual 
requirements. Consumers not only are able to satisfy their present tastes 
more accurately but are able to develop more discriminating tastes in various 
classes of merchandise. This leads to greater consumer specificity, and the 
whole economic system, including production and distribution, must then 

undertake to adapt itself to meeting these requirements. 

Similarly, the marketing system is called upon to perform a task of increas¬ 
ing scope for the producer. Developing technology and competition bring 
about higher and higher levels of investment in capital equipment. In rela¬ 
tion to a^given volume of production, the greater the fixed capacity the higher 
the break-even points which must be taken into account in manufacturing 
policy. Manufacturers operating on the basis of high break-even points are 
more and more concerned about establishing stable positions in the market 
in order to sustain the required levels of operation. The sales programs 
through which they undertake to gain such stability must be effectuated to a 
large extent through distribution channels. Intermediary firms are require 
to use salesmen of more and more specialized training and other specia lze 
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facilities to meet these requirements. With these steadily increasing demands 
upon its services from the side of both the supplier and the consumer, the 
distribution system is actually showing an increase in efficiency as long as its 
share of the consumer’s dollar does not increase. 

In summary it may be said that the issue of efficiency of waste in distribution 
is at least as complex as the same question posed for production in general. 
The question whether distribution costs too much has not always been asked 
without prejudice. At the same time some of the investigations which have 
been conducted in an effort to answer it have had definite value. They have 
helped to show the complexity of marketing channels and to illuminate the way 
that structure tends to become adapted to the functions performed. The 
efforts of intermediaries to minimize risks are found to bear some relation 
to operating stability and efficiency. A better understanding of the scope and 
urgency of the task which marketing performs for both the consumer and 
the producer has resulted. 

MARKETING CHANNELS AND THE THEORY OF COMPETITION 

Productivity in distribution depends on advancing technology within indi¬ 
vidual marketing units, on the spread of technology from one unit to another 
under the pressure of competition, and on the co-ordinated efforts of units 
arranged in various structural patterns. Several possible methods of accelera¬ 
ting this process of improvement in efficiency might be visualized from a 
public viewpoint. One would be public sponsorship of research and experi¬ 
ment designed to advance marketing technology. Another would be a public 
information system calculated to speed up the spread of technology. A third 
would be legislation designed to control the development of marketing 
structures or the types of co-ordination which prevailed among the units with¬ 
in a structure. The first two possibilities have been represented by some of 
the programs of the Department of Commerce. The third has been the sphere 
of the Department of Justice, the Federal Trade Commission, and specialized 
regulatory bodies for various fields of business activity. 

Discussion in this section will be restricted to considerations bearing on 
the regulation of marketing channels. A review of major developments in 
regulation appears in Chapter 20. The purpose here is to compare two differ¬ 
ent approaches to a theoretical perspective which might help to shape public 
policy in these fields. One is competitive theory in its various versions. The 
other is the opportunistic theory of the interaction of firms which has been 
sketched in an earlier section. 

Bilateral Monopoly 

In recent years economists have given some attention to what has been 
ca ed successive or bilateral monopoly. 6 The general conclusion of this analy- 

Sec A. C. Hoffman, Large Scale Organization in the Food Industries, T.N.E.C . 
Monograph No. 35. 
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sis is that two monopolists are worse than one when they stand in vertical 
relationships in successive stages of distribution. However precise the 
mathematics of the situation, it is being applied to a largely unreal and 
wholly exceptional case. The whole analysis overlooks the discrepancy of 
assortments at successive levels. Successive monopoly seldom happens, be¬ 
cause large concerns at successive levels of distribution are engaged in activi¬ 
ties which are generally not congruent. Consider the case of manufacturer 
No. 1 and retailer A, who deal directly with each other. The manufacturer 
sells not only to A but to other retailers B to K. The retailer buys not only 
from manufacturer No. 1 but from other manufacturers 2 to 12. Successive 
monopoly is rarely present in real life because the two firms at successive 
stages do not have a common field to monopolize. 

There are some exceptional situations in which the product assortments 
are similar, as between two or more successive stages in distribution. These 
situations are favorable to vertical integration. The progress of integration 
is likely to extend to just those stages for which product assortments are 
similar. An outstanding example is petroleum products. Gasoline and lubri¬ 
cating oil start out together as petroleum from the ground and are part of 
the same raw material assortment. A large part of the volume ends up as 
fuel and lubrication for automobiles and hence is part of the same assortment. 
For obvious reasons, the consumer is likely to buy both at the same time and 
place, making them part of the same shopping assortment. Both products 
are derived from the processing of crude petroleum in the same refinery, 
which makes them part of the same process assortment. They have some¬ 
what similar characteristics for storage and handling and are in fact stored 
and handled in the same facilities. It is hard to match the petroleum industry 
in the extent to which the same assortments are found at all successive stages. 

It is also hard to match the industry in the degree to which marketing chan¬ 
nels have become integrated. The industry is not, however, marked by the 

presence of bilateral monopoly. 

Balance of Power 

Big manufacturers and big retailers are constantly having to deal with each 
other as well as with a large number of small firms. The big company on 
either side is trying to make its plans and policies effective. Often these plans 
clash, and it is generally unlikely that one side will conform to the plans of 
the other without reservation or opposition. Each has a stake in brisk com¬ 
petition at the level occupied by the other. Each is tempted to play the small 
firms off against the large one. Some writers have called this phenomenon 
“the competitive struggle for market control.” 7 The implications of this 
phrase are too sweeping for the average case since each side is interested in 
giving effect to its specific programs rather than in gaining general control as 


7 Craig and Gabler, op. cit. 
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an end in itself. The typical outcome is a balance of forces among the parties 
to the struggle. 8 This balance can be upset for considerable periods of time 
if one side has superior resources or strategies. At best the balance of forces 
in marketing channels is an uneasy equilibrium as compared with any theore¬ 
tical model of stability. 

There have been some interesting speculations as to the way in which the 
general balance of power may shift between buyer and seller and as to the 
resultant effect on marketing channels. One article on the subject comes to 
the conclusion that the public interest would be served if large retailers held 
predominant control of marketing channels. 9 It is argued that the selling 
function could largely be eliminated with an immediate and favorable effect 
on costs. The long-run effect on costs would be quite the reverse. Manufac¬ 
turers would be unwilling to accept the risks of the high degree of speciali¬ 
zation that promotes efficiency in production. They would also be unwilling 
to undertake the kind of advertising expenditures which send consumers 
into retail stores with their choice of product predetermined. Thus the retail 
costs as well as manufacturing costs might be expected to increase. 

All this assumes that retailer dominance could be maintained once it had 
been achieved. The truth is that an immediate reaction would set in against 
any temporary dominance. In that sense there is a constant tendency toward 
the equilibrium of market forces. The present view is that the public interest 
is served by a balance of power rather than by a general and prolonged pre¬ 
dominance of any one level in marketing channels. This view is argued 
cogently in a recent book discussing “countervailing power,” 10 a concept 

which is a commonplace in marketing, although evidently new to the general 
economist. 

There are significant ways in which interest motivates large companies to 
work for balance in marketing channels. One problem confronting the 
manufacturer of a specialty product is to determine the correct number of 
distributors for effective coverage of the market. The number must be large 
enough to make the product readily available in every segment of the market. 
The number must be small enough to provide a satisfactory volume to the 
average distributor and hence stimulate his best efforts in selling it The 
considerations entering into such a decision have recently been discussed in 
an article by Melvin T. Copeland. 11 A manufacturer, together with his distri¬ 
butors and dealers, may be said to constitute a loose coalition engaged in 
exploiting joint opportunity in the market. Coalitions have been discussed 


8 Wroe Alderson and Robert E. Sessions, Economic Study of 
delphia : Alderson & Sessions, 1950). 

9 Craig and Gabler, op. cit. 
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in recent economic literature with a growing understanding that they repre¬ 
sent essential cooperation for getting a job done and not necessarily monopo¬ 
listic collusion imposing restrictions on the market. 

From the brjef discussions of bilateral monopoly and dominance by large 
firms it may appear that critics of marketing channels are unhappy about a 
variety of market structures. They are uneasy about the consequences of 
having a large buyer confronting a large seller. They are equally concerned 
about the situation in which large firms on one side deal with small firms on 
the other. The ideal which such critics have in mind is an economy in which 
theie would be a multiplicity of small concerns at each level. If it were 
possible to enforce such a model of competition, the results would be disas¬ 
trous in terms of increased costs and lowered productivity in marketing. 
Economies of scale, which under present arrangements are substantial, even 
though they are not so great as in production, would disappear. Even more 
serious in many instances would be the loss of effective co-ordination. The 
more complex the marketing task becomes the more necessary it is for a 
channel to operate as an integrated whole in order to attain efficiency. 
Having first established a model of competition which ignored the existence 
or the need for channels , some economists then attempt to apply this irrele¬ 
vant model in a critique of channels. 

Competition and Business Population 

Other critics of marketing proceed less on theoretical grounds than on 
their interpretation of purported statistical trends. The assertion is made that 
the number of competitors must inevitably decline in one field after another. 13 
The struggle for a place in the market is held likely to end in catastrophe 
for all but a few. The very drive for status which led new firms to enter the 
field might lead the larger existing firms to gobble up the smaller ones. If 
consolidation was pushed in a vertical direction, it might be expected that 
channels would become fully integrated. Smaller firms operating at only a 
single level might either be absorbed or annihilated by the competition of 
fully integrated firms. Common experience indicates that there are definite 
limits to such vertical integration. One study clearly shows a point of 
saturation for that form of integration known as chain stores. For more than 
25 years the food chains have done about one-third of the business in their 
fields. The drug chains for the same period have been stabilized at about 
25 per cent of the total volume. Similar limits to the chains’ share of the 
total would have been discovered in a number of other lines. 13 

In a more general way, the decline of competition is not confirmed statisti- 


12 Arthur S. Burns, The Decline of Competition (New York : McGraw-Hill Book Co., 
Inc., 1936). 

13 Nathanael H. Engle, “Chain Store Distribution versus Independent Wholesaling,” 
Journal of Marketing, September, 1949. 
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cally by the official studies of business population.” The number of firms in 
business in the United States has continued to increase since 1929 at about 
the same rate as human population. It is true that new businesses tend to 
be small just as new people are small. It is also true that businesses tend 

to increase in size if they survive, which is a further parallel with human 

growth. 

% _ 

There are significant long-time trends as to the number and character of 
marketing firms. The 1948 Census of Business showed a levelling off in the 
number of retail establishments, but a continued increase in the number of 
wholesale establishments. In both cases there was a change in the percentage 
distribution by lines of trade with an increasing percentage handling consumer 
durable goods and semi-luxury merchandise. For the future it may be 
anticipated that the character of retail stores will continue to change, while 
the total number remains about the same and the average size of stores moves 
steadily upward. Wholesalers and other types of intermediaries for the imme¬ 
diate future will continue to increase in number and variety. 15 Thus the total 
number of firms in marketing seems likely to increase, but the increase will 

be in the direction of more specialized intermediaries rather than horizontal 
expansion at the retail level. 


Market Balance and the Distribution Structure 
The structure of marketing channels is affected by boom and depression, 
by scarcity and relative abundance of products to sell. A characteristic feature 
of the business cycle is the fluctuating rate of business failures. Retailers and 
other intermediary marketing agencies are especially vulnerable to the hazards 

* ^ * . . 1 ^ stores is largely tied up in 

inventories;. A price decline operates directly to cut the value^ of these assets. 

As the rate of turnover drops, the disparity increases between the original 

purchase price of the retailer’s stock and the replacement price in the current 


The upswing of the cycle favors the rapid development of marketing agencies 
both m number and type. The birth rate for new businesses is high because 
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rather than high mortality. Conditions are favorable to the survival of those 
already in business, particularly small retailers. Rationing plans assure existing 
retailers of a fixed share of the goods available for sale. Operating costs decline 
because consumers are less demanding as to service, and the labor is not 
available for continuing service at the former level. However, the imposition of 
price controls to halt inflation may throw a substantial amount of sales and pro¬ 
fits into the special channels known as the black market. 

While there is a real shift from a seller’s market to a buyer’s market and back 
again, this terminology is a source of confusion if used carelessly. There is little 
resemblance between the seller’s market that arises during the peak of peace¬ 
time prosperity and that which is the result of wartime scarcity. The healthier 
market condition is that of a slight balance on the side of a buyer’s market, 
a position that is adopted on the ground that a buyer’s market enables the 
retailer to play the dominant role in organizing distribution, a position that 
is taken by some analysts. Rather it is felt that the buyer’s market favors 
a more precise definition of the opportunity for each firm and a greater 
stability of market positions for those who have attained a foothold. Such 
a condition should promote more efficient expenditure of effort by the average 
firm and a better overall allocation of resources to the satisfaction of consumer 
wants. 

Free Competition and Marketing Channels 

In a free market economy the trend is toward providing every buyer and 
seller with an adequate set of alternatives. If there is not an adequate range of 
choice as to source of supply for a given type of buyer, this very fact tends to 
create opportunity for new suppliers. A needed development in marketing chan¬ 
nels is inevitable in the long run, even though it may be frustrated for a time by 
inertia or the opposition of those who hold established positions in the e . 
Wise regulation of marketing can remove restraints and leave the way open or 
this trend toward economic freedom to work itself out. It cannot give substance 
to economic freedom in the abstract, apart from the alternatives which are truly 

meaningful for each buyer and seller. 

The trend toward more effective organization of the market determines the 

steps or stages that will appear in marketing channels and the number of mar¬ 
keting firms operating at each stage. The number and character of marketing 
firms can scarcely be adjusted perfectly to the current marketing job, since ad¬ 
justment does not take place instantaneously. Rather the marketing structure 
today represents some kind of a compromise between past structure and present 

requirements. . . 

The evolutionary view adopted here finds the roots of complex marketing 

channels in the more rudimentary institutions of the past. It is directly oppose 
to the Calvinistic version of economic development that is implicit in orthodox 
economic theory. Perfect competition is treated under that doctrine as if it once 
prevailed as an original state of economic grace. The fact that the organization 
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of markets today does not conform to this state seems to indicate that there 
must have been a fall from grace. The true picture is that exchange began 
very tentatively as men slowly perceived its advantages. It was a great step 
forward when a family or tribal group with a surplus of product A found 
that it could effect an exchange with a group holding a surplus of product B. 

To respond to opportunity is to accept a status which offers a certain range 
of choice among goals or courses of action. In a market economy some of the 
most fundamental alternatives are presented in terms of the amount of freedom 
of choice as to the purchase or sale of products. For some purpose, economic 
theory assumes that the range of choice is practically infinite, as for example 
in the number of wholesalers who stand ready to supply the needs of a given 
retailer. The existence of an infinite range of choice is not a realistic require¬ 
ment for economic freedom in an actual marketing system. What is essential is 
that the buyer and seller each have an adequate though finite range of choice 
among significant alternatives. That means that the buyer must have the oppor¬ 
tunity to choose on the basis of qualitative differences in product and service 
as well as making decisions as to price and quantity. The seller likewise should 

have room for judgment as to the customers and conditions of sale which will 
best serve his advantage. 
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33 / The Contactual Function in 
Marketing 1 

Edmund D. McGarry 2 

The functional approach to the study of marketing has long been used by many 
writers. The contactual function has as its objectives the identification of potential 
buyers and then of establishing and maintaining contacts between those who have 
the goods and those who may wish to buy them. Obviously this is a critical function 
since it involves a number of related marketing activities. In this article the author 
discusses the nature of the contactual function, its historical development, the 
inevitable conflict between buyers and sellers, and the economics of contactual 
relationships. 

The contactual function in marketing has to do with the searching-out of 
the market for the purpose of finding who the potential customers or the 
potential sources are and then of making and maintaining connections between 
those who have goods to offer and those who may want them. 3 Since the 
main task of marketing is to make the adjustment between what people 
desire and what it is practical for business to supply, it follows as a corollary 
that contacts must be made at each successive step in the marketing process. 
Through these contacts flow the information which consumers need regarding 
the goods available and their sources, on the one hand, and information 
which producers need concerning consumers and their wants, on the other. 
Even more important than the communication of information, however, is the 
allegiance built up between contacts, which affords a major means for this 
adjustment. The maintenance of these contactual relationships, however 
informal they may be, forms the framework for the structure of marketing 
which is necessary in any economy in which production is divorced from 

consumption. 

To those who are engaged in the work of marketing as part of their day- 

1 For the term and concept “contactual function” the writer is indebted to Ralph 
F. Breyer, The Marketing Institution (New York: McGraw-Hill Book Co. Inc., 1934), 

p. 6. 

* Professor of Economics and Marketing, University of Buffalo. 

3 The term “source” is used in the business sense to mean the available or potential 
sellers of a product. The present article is a further development of the thesis first 
presented in my essav, “Some Functions of Marketing Reconsidered,” in Reavis Cox 
and Wroe Alderson (eds.), Theory in Marketing (Chicago: Richard D. Irwin, Inc., 1950). 

Source : From Journal of Business, University of Chicago Press, vol. 24, April, 
1951, pp. 96-113. Edmund D. McGarry: See footnote 2 above. 
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to-day activities, the subject is likely to appear as a simple process of buying 
and selling and of performing such other routines as are conventionally 
required for this work. But the process is one of infinite complexity and of 
profound significance when considered in its relationship to man's other 
activities and to the social structure in W’hich he lives. In order to under¬ 
stand these relationships and to assess their implications in modern life, 
it is important that the process be considered at the level of its overall 
operation and from the point of view of the part it plays in man’s endeavors 
to adjust himself to his environment. 

-Marketing, when viewed in its broadest terms, as an essential part of man's 
adaptive behavior, can logically be broken down into a number of separate 
functions—essential elements which must be performed in order for the 
process to fulfil its purpose. These functions, as suggested by the writer in a 
previous article, 4 are (1) the contactual function (examined in this article); 
(2) the merchandise function, comprising the various activities undertaken 
to adapt the product to the user’s ideas of what is wanted; (3) the pricing 
function, dealing with the prices at which goods are offered or at which they 
will be accepted; (4) the propaganda function, including all the methods used 
to persuade the potential users to select the particular product and to make 
them satisfied with the product, once they have it; (5) the physical distribution 
function, covering transportation and storage of the goods; and (6) the 
termination function, embracing the actual change in custody of and respon¬ 
sibility for the goods and the culmination of the process. 

The Nature of the Contactual Function 

The contactual function consists of all those efforts in the marketing field 

the aim and purpose of which is to form a bond of mutual interest in the first 

instance between the marketer and his customers and, in a broader sense, 

between the producer and the consumer. Since these activities pervade the 

entire marketing system, the elements constituting the contactual function 

cannot ordinarily be isolated and made the basis for a division of labor but 

must rather be abstracted from the economic process as a whole and fitted 

into a scheme which will provide perspective and understanding of the major 
task of marketing. 

The contactual function is usually performed along with the other functions 
of marketing. 5 The seller in making contacts is also trying to sell goods; he 
is performing the merchandising function, the pricing function, the propaganda 
function, and when the contact culminates in a business transaction, he has 
performed all the functions of marketing. From the short-range point of view, 

4 Func tions of Marketing Reconsidered,” in Cox and Alderson, op. cit., 

pp.263-79. 

. , ^ ^ nus ^ n °t be understood that the functions of marketing are separate and 
n epen ent activities. Quite the contrary. Each is intimately interwoven with all 
the others” (Breyer, op. cit., p. 17). 
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all the first four functions are aimed at an immediate sale; but, from the long- 

range point of view, it is the possibility of continuous trade that is the ultimate 
objective of all contacts. 

The contactual function may be initiated either by the seller or by the buyer. 6 
In cases where the seller takes the initiative, it consists of two phases. In 
the first place, he must define the particular segment of the general market 
he wishes to serve and determine the type of customers he wishes to serve. 
In this way he is able to concentrate his efforts on the cultivation of what, for 
him, is the most fertile part of the market. This segmentation of the general 
market may be made on the basis of mere spatial proximity, on the basis 
of economical physical distribution, or on the basis of various cultural patterns, 
such as those determined by income levels, educational backgrounds, habits 
of consumption, or any other set of common values which form a pattern 
that indicates a fertile and homogeneous market for the particular product. 7 
In any event, once the segment desired has been defined and the characteristics 
of potential customers have been discovered, the marketer can proceed to 
analyze the possibilities of his market and, from such an analysis, can deter¬ 
mine both the methods needed to cultivate the particular segment he has 
chosen and the agencies needed to reach it. Continuous studies of this kind 
enable the marketer to adjust his methods and his policies to the ever changing 
patterns of his market. 

The second phase of the contactual function performed by the seller 
consists in actually making the contacts with potential customers. Usually 
the initial contact is made either by the seller himself or by his representative 
at the buyer’s place of business. The immediate purpose of each contact is to 
become acquainted with the buyer, to learn his wants and attitudes, and to 
develop a relationship which the seller hopes will ripen into a more or less 
permanent business connection. Often, of course, some business is transacted 
on the first contact, but perhaps more frequently several preliminary contacts 
are necessary before any business of significance is undertaken. In the mean¬ 
time the prospective buyer has learned to know the seller and what he has to 
offer, and the seller has become acquainted with the character of the buyer. 
They have, in short, become adjusted to each other in such a way as to 
communicate their ideas with mutual understanding. 


6 For an extended treatment of buyer or seller initiative see Harry R. Tosdal, “The 
Advertising and Selling Process ” Annals of the American Academy of Political and 
Social Science, May, 1940, pp. 62-70. Professor Tosdal makes this significant statement: 
“Under no conceivable efficient arrangement of work would it be possible to have 
either buyers or sellers take the initiative exclusively without denying the premise 
upon which this paper is based, namely, that of free private enterprise” (p. 68). 

7 Concerning “segmentation of the market” see Alexander, Surface, and Alderson, 
Marketing (New York: Ginn & Co., 1949), pp. 376 ff. In economic terms, segmentation 
of the market is an attempt on the part of the entrepreneur to search out that part o 
the general market which will yield the greatest returns for the capital and labor app ie 
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In cases in which the buyer takes the initiative, the contactual function 
is performed in much the same way, except that the buyer searches out the 
more convenient and economical sources for the products he wants, goes to 
these sources, and tries to develop the confidence of the seller in his (the 
buyer’s) integrity and ability to act either as an outlet for the seller’s goods 
or as a user. In general, so long as goods are pressing upon the market for 
disposal, as is usual in the sale of manufactured products, sellers take the 
initiative; but in times of great scarcity there is a shift of initiative to the 
buyer. Moreover, buyer initiative is almost universal where the goods are of 
such a nature that they must be concentrated into economic quantities from 
large numbers of small producers, as is the case in the sale of farm produce. 
Regardless of which party takes the initiative, however, the result of the 
performance of the contactual function is the building of a structure for 
cooperative action. 

Whether the seller or the buyer takes the initiative, the essence of the con¬ 
tactual function is the investigation of market potentials, the selection of the 
most suitable respondents (customers or sources) and the development of 
mutual confidence and respect between the initiator and the respondents. In 
doing this, there is a tendency for each party to adjust to the other. Thus an 
attachment grows up between the parties which makes it easier and more 
economical for each of them to do business with the other. The knowledge 
on the part of each of the other’s needs, attitudes, and desires lays the basis 
for the development of a sympathetic understanding between them and tends 
to build within them a common interest. 

The contactual relationship between buyers and sellers is essentially a 
human relationship, and, because of this, the function is most effectively 
carried out on a person-to-person basis. Although it is true that a consider¬ 
able amount of business is carried on through nonpersonal contacts, such as 
the mail-order business, and there are strong incentives to impersonalize the 
sale of goods because of the economies available through such means, it is 
noteworthy that the performance of the contactual function still remains 
largely on a personal, man-to-man basis. 8 


The performance of the contactual function is perhaps the most costly ele¬ 
ment in marketing. When the contact is made on a person-to-person basis, the 
problems attendant on finding a time of meeting, learning the proper approach, 
adjusting personalities, and discovering a common ground for discussion all 
consume both time and effort. Furthermore, personnel adaptable to making 
contacts is relatively scarce and high priced and must usually undergo an 
extensive period of costly training before being able to carry on the function 

effectively. . 


sivJ busin^° S k nWa ^ * S ^ uo * ec * as having said that, although he had built an exten- 

nitv „! S l by ma ^» P e °Ple would never deal in that manner if they had an opportu- 
ty to get the same goods in a store. 
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Although it is convenient to describe the nature of the contactual function 
in terms of what happens under a free-enterprise system, in which marketing 
has had its greatest development, the fact must not be overlooked that this 
function is essential in any type of economy where production takes place on 
a mass basis and is thus divorced from consumption. In the case of a consu¬ 
mers’ cooperative system, in which production is integrated with marketing, 
the initiative would theoretically be taken by the cooperators, that is, the 
consumers, who search out new members, on the one hand, and make the 
contact with producers, on the other. In the case of a government-controlled 
economy the contact-making is largely in the hands of the state. Needless to 
say, it is difficult to see how either of these systems could provide the flexi¬ 
bility of the contactual function which is found in the free-enterprise system 
and which, as will be shown later, is an essential part of high-level consump¬ 
tion. 


Historical Development of Contactual Functions 

In a primitive society where man wrested directly from nature the means 
for his satisfactions, his chief concern was to adapt himself and his needs to 
what nature provided and to adapt what he found in nature to his needs 
either as an individual or as a group. 9 As soon, however, as he learned to 
depend upon the exchange of goods with his fellows, a new element emerged, 
for he then had not only to communicate his wants to those who possessed 
the means of satisfying them but also to induce these others to give up 
something they possessed for something he had to offer in return. 
Both parties had to sacrifice something and to compromise their ideas. Neither 
could longer operate as a complete isolationist, for the survival of each depen¬ 
ded upon his cooperation with the other. Each had to master the art of 
making himself congenial to others with whom he traded—to think in terms 
of the needs and desires of others as well as of his own. 11 

So long as only two individuals or groups were involved in trade, however, 


9 It is unnecessary to discuss here the various theories of the origins of trade. For 
an excellent summary of these theories see George W. Robbins, “Notions about the 
Origins of Trading,” Journal of Marketing, January, 1947, p. 228; see also Morton 
Solomon, “The Structure of the Market in Undeveloped Economies,” Quarterly Jour¬ 
nal of Economics, August, 1948, pp. 519—41. 

10 Adam Smith thought rightly that it is unnecessary to inquire whether “the propen¬ 
sity to truck, barter and exchange one thing for another” was “one of the original 
principles of human nature, or whether, as seems more probable, it be ^e nec^J 
consequence of the faculties of reason and speech” (Adam Smith, The Wealth of 
Nations [Everyman’s ed. (New York : E. P. Dutton & Co., 1910)], Book I, chap. n). 

11 “As contrasted with the other means of acquiring things, trading is by all odck 
the most complex. It is unique in that it alone is a two-way transaction (Robbins, 

op. cit., p. 230). 
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no elaborate economic machinery for making contacts was necessary. 13 Even 
in the handicraft economy, such as existed up until a hundred years ago and 
still exists in many parts of the world, there was little need for any special 
attention to the making of contacts between those who produced goods and 
those who were to use them. It was still a relatively simple matter for the 
consumer to go directly to the local shopkeeper, communicate his needs, and 
have what he wanted built to his order. Since most goods were made in 
small shops in close proximity to the customers whom they served, the shop¬ 
keeper was intimately acquainted with his customers, knowing the type of 
goods they required, the prices they could afford to pay, and their numerous 
whims and idiosyncrasies to which he must cater. 

However, the problem became vastly more complicated with the coming 
of the industrial revolution, when production was removed from the local 
shop and neighborhood and concentrated in distant factories, which produced 
for stock. 13 To bridge the widening gap in space, time, and interest between 
the producer and the consumer, there came into being an elaborate entrepre¬ 
neurial division of labor, with numerous intermediaries specializing in differ¬ 
ent techniques at different stages of the marketing process. Thus, in place of 
the simple producer-consumer contact, there developed multicontactual 
systems in which several intermediaries bought and resold the products on 
their way from producer to consumer. 

In the task of aiding the adjustment between what the consumer wants and 
what producers have to offer, the main objective of the contactual relationship 
is not simply to reach the intermediary at the first stage of the process (the 
wholesaler) but to reach through all the intermediaries to the final consumer. 
It is here that the ultimate market lies, and, unless the producer can devise 
methods by which goods move on to the consumer, his efforts are likely to be 
fruitless. Out of this fact has arisen the necessity for producers to make 
supplementary contact with consumers. The widespread use of missionary 
salesmen, samplers, detail men, and display specialists by producers to make 
contact directly with consumers indicates the importance of maintaining cus¬ 
tomer loyalty throughout the channels of distribution. The operational prob¬ 
lem of welding together into working organization the numerous intermedia¬ 
ries who take part in the selling of a manufacturer’s product and thus making 

numerous chains of contacts with ultimate consumers is one of the most diffi¬ 
cult in marketing. 


knn3 hlS , sta * ement ma y be an oversimplification of the situation, because it is not 

orod.ir.. j ° r n0t therE W3S eV6r a time when 3,1 trade took P lace simply between 
occur i« S »» consumers - Moreover, in many primitive societies such trade as does 
often accompanied by elaborate ceremonies. 

13 p 

see AkxanH« C1S c e description of the changes brought about by the industrial revolution 
see Alexander, Surface, and Alderson, op. cit., pp. 6 ff. 
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Conflict and Cooperation 

In considering the contact between buyers and sellers in developing a tran¬ 
saction, it must be recognized that there is an inevitable conflict between 
their respective interests. In order to appraise the value of an item, each 
party has to relate it to his own particular frame of reference, that is, his own 
situation. The seller is liquidating a specific concrete good into money, which 
has many alternative uses, while the buyer is accepting a specific concrete 
good in lieu of money which he might use for many other purposes. The 
seller, looking backward to the sacrifices he has put into the good and for¬ 
ward to the maximization of his profit, is prone to place a high valuation upon 
the item; on the other hand, the buyer, looking first to the money he must 
immediately sacrifice and then forward to the risks he must take in holding 
or using the item, is likely to discount the satisfactions he will derive from it 
and is therefore prone to place a low valuation upon it. This conflict of inter¬ 
est raises an inevitable barrier between the parties which can be resolved 
only through the give-and-take of compromise. 14 

Because of the conflict of interest between buyers and sellers, each is likely 
to feel that any advantage which the opposite party derives from the trans¬ 
action is to be gained only at his expense. Within the area of bargaining this 
is, of course, true, but economists have long pointed out that both parties 
gain something in every transaction; otherwise they would not enter it. More¬ 
over, since evaluations are subjective and are related to different situations, 
the extent of gain or loss in a bargain is, in a sense, indeterminate. For this 
reason each party must relate his estimate of loss or gain not only to the im¬ 
mediate effect on the opposing party but also to his own situation. Translated 
into their respective situations, this means an attitude of hostility toward the 
opposite party, and the transaction becomes an act of strategic importance, 
comparable to a move on a chess board or the deployment of troops in a 

battle. 15 

The interests of the parties are at variance not only because of different 
valuations placed upon the objects of the trade but also because, historically, 
the market place has alw’ays been the bloodless battleground where man 
could match his wits with other men for a material or psychic advantage. 
The victor, proud of his shrewdness as a bargainer, is usually rewarded also 
with high prestige in his community. One need only listen to the bragging of 
shoppers after a bargain sale to realize that such prestige is still among the 
predominant motives in many purchases in our modern highly sophisticated 
civilization. 

Furthermore, the market place has always been the happy hunting ground 

14 For a clear and concise analysis of the psychology of consumer buying see Joseph 
Clawson, “Lewin’s Vector Psychology and the Analysis of Motives in Marketing in 
Cox and Alderson, op. cit. 

15 For an economic analysis of the strategies used by businessmen see, K. W. Roths¬ 
child, “Price Theory and Oligopoly,” Economic Journal, September, 1947, p. 299. 
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for all sorts of shysters, mountebanks, and charlatans. Here the predatory 
of every age have looked for their victims among the innocent, the credulous, 
and the gullible. It is no accident that ancient law pronounced the maxim 
“Caveat emptor.” But the prevalence of wooden nickels, counterfeit money, 
and bouncing checks is evidence that the blithe deceiver is as likely to be 
found among the buyers as among the sellers and that the seller must like¬ 
wise beware. Suspicion, distrust, and misunderstanding have always been 
part and parcel of a free market. 

The techniques of contact which tend to break down the barriers of dis¬ 
trust and suspicion between the parties are fairly well known to businessmen, 
although they are seldom formulated as such. First, they must talk the same 
language. This means not only that the words and phrases used must mean 
the same thing to each of them but also that they must have a clear under¬ 
standing of all the qualities and characteristics of the goods traded in, as 
well as of the business techniques which they employ. Precision in communi¬ 
cation is the major factor in agreement. Second, each must have confidence 
in the other’s integrity and intentions. This involves not only common hones¬ 
ty at the level of business ethics prevailing but also a willingness on the part 
of each party to forego his own advantage and to take the consequences if 
the transaction happens to work out adversly to his interest. Third, each 
must have an intimate understanding of the other’s background and status 
in the trade, so as to be able to interpret his point of view objectively and 
to see the opposite party’s advantages and disadvantages in any undertaking. 
Fourth, and finally, each party must be able to make an intelligent evaluation 
of the entire situation, in order to see clearly the consequences of the action 
taken. When all these elements are favorable, it becomes possible to some 

extent to overcome suspicion and distrust and to build in their place the basis 
for trading. 16 

But even with the techniques of selling and buying known to both buyer 
and seller, the barrier between the two parties still remains, so long as each is 
thinking in the short-run perspective of a single transaction. The situation is 
entirely changed, however, when the attention of the parties is focused on 
the long-run welfare of their respective businesses and they are led to think 
m terms of a continuous business relationship between them. It then becomes 
clear that each is dependent upon the other and that cooperation between them 
is to their mutual advantage. The merchant buyer finds that his interest is, 
m part, the finding of goods for his customers and in part the distribution of 
t e goods of his source. The manufacturer finds that it is to his interest to 
suppy continuously the proper goods to his customers and not simply to 


the ownersh 'P' the essential element in the selling function, involves 

not onlv rr* 6 j- human re ^ at ’ ons anc * the whole field of human behavior; it concerns 

Salesmen dpTl™ 3nd services but the tangible results of human acts and reactions. 

ciples of P*rr , i n f! nite variations of the human mind" (Harry R. Tosdal, The Prin - 

ersonal Selling [New York : McGraw-Hill Book Co., Inc., 1926], p. 2). - 

52 



410 


READINGS IN MARKETING MANAGEMENT 


liquidate his immediate stocks. The two thus become members of a team 
to supply consumers with the goods they want at prices they are willing to 
pay and to find a market for the goods which capital and labor have produced. 

The development of the attitude of mutual interdependence between buy¬ 
ers and sellers throughout the chain of contacts requires that someone assume 
the leadership in the cooperative effort. Although this leadership is some¬ 


times taken by the merchant at the retail end of the channel, as is the case 
when a chain store sponsors a brand, it is more usual for it to be assumed 


by the producer, whose competitive position is otherwise somewhat insecure, 
since it rests upon the whims of relatively few customers (merchants) who 
have numerous alternative sources. Because of this insecurity, the manufac¬ 


turer whose product is acceptable to the public seeks a broader base for the 
intrenchment of his product among the vastly more numerous ultimate con¬ 
sumers who have an intimate knowledge of the product in use. 17 This leader¬ 
ship acts as a catalyst in welding together the chain of contacts between the 
producer and the consumer. It is the function of the leader of such a chain 
not only to prevent friction between the various links and to keep them in 
balance but also to furnish the incentive and drive which will keep them ope¬ 


rating effectively. 

As the chain of contacts between the producer and the consumer deve¬ 
lops, it tends to become institutionalized, that is to say, each agency tends to 
look upon itself less as an isolated and independent unit in the business world 
and more as a part of a greater entity which has an esprit de corps of its 
own. Thus it becomes the interest of each agency to preserve, protect, and 
defend every other element in the chain, in order to maintain the structure 
as a whole and thus provide continuously profitable business for all. The 
chain of contacts, once it has become established, provides the mechanism for 
a continuous two-way line of communication between the producer and the 


consumer and a linkage of their interests. 


The Contactual Structure of Marketing 

The producing firm of any particular line of products can be visualized 

as a leader of a large number of chains of contacts, fanning out in different 
directions to reach his ultimate market. Marketing authorities tend to use 
the term “channel” or “channel group” to describe this system of contactual 
relationships, while businessmen call it their “distribution setup” or “orga¬ 
nization.” Perhaps a better term is that used by Lundburg, who calls it a 
“constellation.” 18 In a sense, all the different chains of contacts which a 
producer uses to distribute his product are linked together through the leader, 
who attempts to develop a community of interest among his chains of con- 

17 For this reason he usually develops a brand and then attempts to secure brand 

insistence on the part of consumers through advertising. ^ 

18 G. A. Lundburg, Marketing and Social Organization (Philadelphia : Curtis Pub is 

ing Co., 1945), p. 12, 
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tacts and among the individual units (firms) which compose them. Thus the 
whole constellation or setup becomes a single working unit to distribute his 
goods. 19 

The term “structure of marketing” is usually applied to the network of 
trade channels through which ownership of products moves from production 
to consumption. “A trade channel... consists of middlemen or other buyers 
or sellers involved in the process of moving a good from producer to consu¬ 
mer.” 20 Since both these definitions treat only of the flow of products and 
leave out of consideration the fact that many contacts are made and main¬ 
tained without any transactions taking place between the parties, it is nece¬ 
ssary to qualify the term by calling it the “contactual structure.” 21 It must 
be kept in mind that in this study our objective is to emphasize the relation¬ 
ships themselves and the part they play in effecting adjustments between goods 
which are produced and the people who are to use them. Actual physical dis¬ 
tribution, while related, is subject to discussion as a separate function. 

Chart 1 is a schematic device to indicate two types of contactual marketing 
structure—one an orthodox nonintegrated type and the other an integrated 
type. Needless to say, this representation is oversimplified not only because 
there are other types of structure but also because they leave out the so-call¬ 
ed “functional middlemen.” In this chart each agency (including the source 
and the consumer) is represented by a different symbol, and the contacts 
between the agencies are represented by arrows pointing from their respec¬ 
tive initiating agency because the initiative may come from either the buyer 
or the seller. It will be noted that some of the arrows make full connection 
between the agencies, to indicate that the contacts have ripened into trans¬ 
actions, whereas others fall short of connecting, to indicate that, although 
contact is made, no transactions have resulted. 

Under the orthodox or nonintegrated contactual structure a manufacturer 


19 “As an example [of many cooperative entities in economic life], one may take 
the concept ‘channel,’ the combination and sequence of agencies that participate in 
bringing a good into existence and moving it into consumption. 

“Only at the ultimate point of consumption does competition come into focus, and 
the true nature of this competition is as follows: first, that it takes place between 
entire channels rather than between individual entities along the channel; and second, 
that in each line of flow someone must take the responsibility for guiding the compe¬ 
tition of the entire channel (for trade-marked goods, this is usually the owner of the 
brand)” (Reavis Cox, “Quantity Limits and the Theory of Economic Opportunity,” in 
Cox and Alderson, op. cit., pp. 238-39). 

20 Charles F. Phillips and Delbert J. Duncan, Marketing Principles and Methods 
(Chicago:" Richard D. Irwin, Inc., 1938), p. 37. 

21 Greyer, in his exhaustive study of channel and channel group costing, has 

differentiated a large number of channel types, none of which exactly fits the concept 

here defined (see Ralph F. Breyer, Quantitative Systemic Analysis and Control: Study 

No. I , Channel and Channel Group Costing (Philadelphia: University of Pennsylvania. 
1941). 
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Chart 1. A Schematic Representation of the Contactual Marketing 
Structures, Showing Orthodox and Integrated Channels. 


must maintain contacts with his sources of material and with his whole¬ 
salers; the wholesalers must maintain contact with their sources (manufac¬ 
turers) and with their customers (retailers); and the retailers must maintain 
contact with sources (wholesalers) and their customers (consumers). The 
use of these contacts in the sense of culminating transactions is usually inter¬ 
mittent, with frequencies varying from zero to many hundreds a year, depend¬ 
ing principally upon the nature of the product and the volume of business 
done. In any case it is usually necessary that a firm maintain many contacts 
in addition to those which actually produce business. The maintenance of 
such contacts is not valueless, even though no transactions result from them, 
for through them each of the parties gains information and knowledge necessary 
to operate his business intelligently. 22 

In the case of the integrated agency the chart shows the chain store to 
which or from which all the contacts lead. It is noteworthy, however, that 
integrated institutions are seldom closed systems; that is to say, some of the 
units of the system buy from agencies outside the system, and other units 
sell to outside agencies. The reason for this, of course, is that the system's 
sources can seldom produce just enough for their outlets—they either produce 


12 Braithwaite and Dobbs indicate that the chief service of contacts is in the com¬ 
munication of information from one agency to another. The present author feels 
that this is too narrow a conception and that the affinity which grows up between 
the parties is far more important (see Dorothea Braithwaite and S. P. Dobbs, The 
Distribution of Consumers Goods [London: Routledge, 1932]). 
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more and have to sell outside the system or do not produce enough and have 
to go outside for other sources. 23 

The diagram as a whole represents a vast network of contactual relationships 
through which the goods that producers make and the goods that the con¬ 
sumers want are adjusted to each other or through which producers themselves 
are adjusted to consumers. Essentially, this adjustment takes place by means 
of selection from many alternatives. 2 * Just as in a telephone switchboard the 
impulse of the signal moves to a selector, which makes contact with the 
proper reactor, which rings the proper bell or, as in the case of the response 
mechanism of the human body, in which the efferent neurons seek out and 
make contact with the proper efferent neurons, so in the contactual structure 
consumers select the contact at the retail level which suits their particular 
and peculiar situation. The retailers, in turn, then the wholesalers, and, finally, 
the producers do the same thing. The action and reaction described may 

also operate in reverse order, in which the source selects its outlets and these 
outlets select their customers. 

It must not be assumed from the graphic presentation of the contactual 
structure that it represents a static system. Quite the contrary, it is constantly 
changing. There is a constant dissolution of old channels and creation of new 
ones.” 25 If the buyer is dissatisfied with his old source or if he likes another 
one better, he shifts his business. If the seller wishes to expand his outlets 
he may either solicit firms which have formerly patronized other sellers or 
promote the establishment of new firms to handle his product. 

If it is assumed that the major task of marketing is to adjust goods produced 
to the consumers’ needs and to adjust consumers’ needs to the goods produced, 
it follows that an ideal contactual structure would provide, on the one hand, 
contact of the consumer with all the producers he wished to patronize and, 
on the other, of the producer with all the consumers he desired to serve. Theo¬ 
retically, it is possible in a free economy for producers to deal directly with all 
the consumers they wish to deal with, and vice versa. It would be possible, 
for instance, for a soap manufacturer to provide enough contacts to reach every 
individual who might need soap. But obviously this would be impossible from 
a practical standpoint, because the number of contacts which can be provided 
is limited by the economic cost of making them. 26 


Few lf an V vertically integrated firms are completely balanced. It is a safe rule 
tnat any given stage is producing somewhat more or less than is needed by the rest 
ot the enterprise Unless capacity is to be wasted, therefore, practically every integrated 

ST a C °A n delma " ^ " d Se, ’ ing l ° ^ firms ’ and ° ften » its -mpetUors 

[1949] p. 440 Integratl0n and Antitrust Policy,” Harvard Law Review, LXIII 

k “. **«»■ /- 

Optative Systemic Analysis and Control, p. 27 
Where the market is not perfect, there is a capital cost of transferring customers 
rom one firm to another. The more imperfect the market, the higher will this capital 
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Nevertheless, our present system does provide a near-approximation to the 
ideal. Through a division of labor by successive stages, the consumer is given 
a multiple choice of retailers; and retailers have a choice of wholesalers, as 
have wholesalers of producers or other sources. Or, to look at the structure 
from the other end, the manufacturer has a choice of wholesalers, who, in 
turn, have a choice of retailers, and retailers of final consumers. The structure 
thus provides not only a wide range of choice of products but also, and equally 
important, a wide range of sources from which the products may be procured. 


Stability and Fluidity 

The contactual structure of marketing is in the nature of what sociologists 
call an “informal organization.” It is held together by no formal organization 
or permanent agreement or arrangement of any kind. In fact, it is a structure 
only in the sense that its various constituent business units (firms) are inter¬ 
dependent and cooperate toward the common end of marketing goods. 
Actually, the only force which binds these units together is the loose, informal, 
and intangible relationships which businessmen call “contacts." The dealings 
which take place are individual transactions undertaken from day to day as 
the parties see fit. Beyond the particular transaction there are usually no 
formal commitments to continue to carry on business. However, these 
contactual relationships, when congealed and coagulated by continuous busi¬ 
ness trading, constitute a cohesive force which binds them together, and the 
successful contacts from level to level between producer and consumer 
together form a path through which information flows and attitudes are 

molded into adjustments. 27 . # 

The nature of the contactual structure of marketing gives to it two seeming y 

incompatible characteristics. The structure has both a high degree of flexibility 
and a high degree of stability. The fact that any unit of the structure deals 
with its sources and its customers on a transaction basis, which is strictly 
temporary and immediate, and can change from one contact to another with¬ 
out notice and without embarrassment lends a fluidity to business which 
could not otherwise be attained. Because of this fluidity, any business firm 
is enabled to shift its purchases from one source to another or its sales from 
one customer to another without formal restriction. This is but another way 
of saying that a modern business firm is constantly adjusting its contacts to 


cost be and the more of the customers of a firm it is sought to transfer, the hlg £“ 
the cost is likely to be for each additional customer, as we proceed hem 
firmly attached customers to the more firmly attached customers (E. A G Robinson, 
The Structure of Competitive Industry [London: Nisbit & Co., 1931], p. 1 0). 

27 “Whien customers have learned through experiences that it [a firm] 
of confidence in fulfilling its promises and that its product is trustworthy that ium 
can use ‘reliability of seller’ as a patronage motive in effective sales....CcJ> 
business relationships growing out of such patronage motives, often te r land 
durable buying habits and constitute goodwill for the seller (Melvin T. P 
The Principles of Merchandising [New York: A. W. Shaw Co.. 1924], p. 20 )■ 
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its own changing character, and, since its character is, in turn, dependent 
upon its total contacts, it is in a large sense adjusting itself to the fluid 
character of business itself. Thus the contactual relationships which make up 
the character of a firm tend constantly to adjust this character, on the one 
hand, to the requirements of the consumers and, on the other, to the require¬ 
ments of the practical business situation of the hour. 

However, in spite of the fluid structure of marketing under a free-enterprise 
system, there is a consistency in it—an element which enables it to persist, 
to grow, and to accumulate strength as it becomes older. This element consists 
of the continuity of contacts—the mutual affinity that grows up between two 
persons or firms in business which causes them to prefer to deal with each 
other rather than with someone else. The strength of this preference tends 
to accumulate with each transaction successfully completed. Almost any well- 

established firm can name dozens or hundreds of customers with whom it 
has dealt for years or even generations. 28 

The marketing contacts of a firm at any given time are likely to vary in 
strength all the way from those which are so tenaciously attached that they 
would not deal with a competitor unless powerful incentives were offered, 
through those which are completely indifferent as to whether they deal with 
this firm or some other, to those with such a negative attitude that they will 
deal elsewhere unless strong inducements are offered. For the well-established 
firm there is usually, as mentioned above, a hard core of contacts with strong 
preferences favoring it. These are the continuous contacts built up over the 
years on whose business the firm can usually count for support. They keep 
in close touch with one another, cooperate actively, and generally account 
for a major portion of the firm s sales. 29 In addition to these contacts (custo¬ 
mers), there is a number of intermittent or casual contacts, which individually 
cannot be depended upon to buy or sell consistently and regularly but which, 
taken together, produce a sufficient amount of business to make their patronage 
essential. It is this backlog of intermittent but potentially regular customers 

with which any successful company must keep in contact in order to prevent 
its business from declining by natural attrition. 30 


28 The word -customer,” according to Webster, means -one who regularly or repeatedly 
deals in business with a tradesman or business house.” 

” “ Th f. bU ' k °l g °, 0d V S S ° ld t0 purchasers who have purchased previously from the 
same seller, and who have previously purchased the same or similar goods The 

repeat sale and the type of selling which must be carried on in order that the cost of 

distribution as a whole be kept within reasonable limits are much more important than 

SUE ?ZC2 “ — <— * 

0 The footing of a firm is generally marked bv a gradient n,« a * 

as a circle on a chart it mieht ch™ , a the firm s posit,on were pictured 
off toward the L ‘T*™ at the center and gradually shade 

in Cox and A.derson, * tit. p 76) ' “ d Ad > u *™« in Behavior Systems,” 
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It is clear that the cost of dealing with continuous contacts is far less than 
that of dealing with casual contacts. In dealing with regular customers it 
can be assumed that the parties already know each other. Neither party has 
to investigate the other. The transaction is more easily undertaken, and there 
is less inclination to haggle about terms. It is perhaps no exaggeration to say 
that, if a firm could confine its entire selling activities to regular and con¬ 
sistent customers, it could usually reduce its cost of marketing by from 10 
to 20 per cent. On the other hand, the cost of making contact with the casual 
customer (or source) is usually high. Although the amount of business which 
any one selling firm can get from such contacts over a period is generally 
small, it requires as much or more time and effort to maintain them than 
it does to maintain regular customers. Since the dollar sales per contact in 
the case of intermittent customers is almost bound to be lower, the cost of 
making the contact as a percentage of sales is high. 

Assuming that some type of cost-accounting system could be devised to 
show the differential cost between handling continuous contacts and casual 
contacts, it might well be argued that, since a firm can handle the continuous 
contacts at a lower cost, it should grant these continuous customers a discount 
commensurate with its total saving. 31 Undoubtedly many firms do give a 


“break” to their regular customer, either in informal price arrangements or 
in cumulative quantity discounts. However, to charge higher prices to non¬ 
regular customers as a policy would be quite dangerous. The very fact that 
these casual customers do not buy consistently and regularly from t is 
particular firm indicates that they probably also are in regular contact with 
numerous other sources and that it is not a matter of much importance which 
of the several sources they will patronize. Thus these firms may e regar e 
as being on the competitive margin and are in a strong strategic position to 
play one firm against another and thus force any firm that sells to them 

give them the best possible terms. .... h 

The continuous dealing with certain customers lends a stability to the 

structure of contacts, while the dealing with casual customers or sources 
give it flexibility and forms the basis for the dynamic character of business. 
If a firm should limit its contacts to its regular customers, it would find itselt 
subject to many of the vicissitudes of each and every customer and to accept¬ 
ing a risk on operations over which it has no control. The failure or interruption 
of any one contact, however, if there are other potentially regular customers 


silt was the recognition of the high costs of continually changing contacts probaby 
more than any other factor which led wholesalers to develop voluntary chains. By 

tying their customers to themselves with binding contracts, the who '®^ rS . . ther . 

to secure continuous trading by a large body of customers, some of whom mg 

wise have dealt only casually with them. The value of such continuous t ^ from 

that the wholesale sponsor was able to "kick back part of t P f ; jng 

the chanae, as an inducement to customers to enter the contracts^ The practice of^S 

cumulative quantity discounts also represents an attempt to find a method 
continuous trade. 
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available to take its place, is likely to have but little effect except in so far 
as it increases the effort necessary to change certain casual customers into 
regular customers. 

It has been pointed out that, in so far as contacts are used continuously 
and uninterruptedly, they tend to reduce distribution costs. As long as true 
competition exists, this reduction is bound to be passed on to consumers in 
general. But this lower cost is often offset by the higher cost of serving the 
new and casual customers, and the net effect may thus be regarded as 
negligible. In other words, the final consumer must pay for the flexibility in 
the system, but he gets a discount from its stability. 


The Economics of Contactual Relationships 

The highly fluid character of early business, with its small units operating 
under buyer initiative, led Adam Smith and other classical economists to a 
preoccupation with the quantity-price relationship in every transaction under¬ 
taken. 32 They assumed, perhaps correctly at that time, that the profit motive 
dominated practically every trade and that it was a matter of complete 
indifference who the parties to the trade were or what relationship existed 
between them. 33 A certain amount of this “rabble hypothesis” still remains 
in much of our economic thinking at the present time. 31 When questions are 
raised about matters such as contactual relationships, they are usually brushed 
off with the use of the term “other things being equal,” which makes the 
logic of their argument simple and incontrovertible but still leaves untouched 
most of the human elements in trade. 

Lately economists of the modem school, however, have greatly refined and 
expanded economic theory in the direction of exploring what they term “mono¬ 
polistic competition” or “imperfect competition.” Thus any factor which tends 
to prevent the purely competitive economic factors from working out to the 


“The market price of every particular commodity is regulated by the proportion 

between the quantity which is actually brought to the market, and the demand of those 

who are willing to pay the natural price of the commodity, or the whole value of the 

rent, labor and profit, which must be paid in order to bring it thither_The price 

of monopoly is for every occasion the highest price which can be got” fAdam 
Smith, op. cit., pp. 49, 54). 

33 “The traditional assumption of perfect competition ... depends, in the first place 
upon the existence of such a large number of producers that a change in the output of 
any one of them has a negligible effect upon the output of the commodity as a whole 

at U lhirh , mar ^ etS 6 „ CUSt ° mer takes int0 account a great deal besides the prices 
for nrtf pr ° duce ,!' s offer him their goods.... He has a number of good reasons 

for prefemng one seller to another” (Joan Robinson, The Economics of Imperfect 
Co ™P et,tlon [London : Macmillan & Co., Ltd., 1933], p 88) ' 

sand hUTf fSfS, ‘Ld^dSerSd ” ^7° 1° ? 

JTLSLJSE«S ~ *3 ?7 h T 

tion, 1945], chap, ii), ’ Graduate School of Business Administra- 

53 
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logical conclusion of the lowest competitive price is regarded as a monopolistic 
element indicating an imperfection in competition. Whenever the product of 
any seller is “differentiated,” its market becomes to some extent monopolistic, 
for it enables him to have some control over his market and makes it possible 
for him to secure (or at least to expect) an excess of profits over what they 
would be under pure competition. Although this theory has been developed 
chiefly to explain the effects of advertising and brand preferences, its expo¬ 
nents have usually lumped together with these the concept of “sticky” 
contactual relationships. Thus Chamberlin says: “Anything which makes 
buyers prefer one seller to another, be it personality, reputation, convenient 
location or the tone of his shop, differentiates the thing purchased to that 
degree, for what is bought is really a bundle of utilities of which these things 
are a part.” 35 Established contactual relationships thus become one of many 
elements of product differentiation. The effect of this differentiation is that it 
allows the seller to increase his sales at a given price, maintain his sales at a 
higher price, or increase his sales at a higher price. 

Following this analysis, Chamberlin and most of those who have accepted 
his line of reasoning have included the costs of developing and maintaining 
contactual relations in the category of selling costs, and “selling costs are 
defined as costs incurred in order to alter the position or shape of the demand 
curve for the product.” 36 Thus he explains that "to the extent that he [the 
businessman] devotes his time and energies to build up his ‘connections,’ 
they are costs of selling.” 37 In all this it is apparent that the possibility that 
it is just as important for the buyer to have “connections” with his sources as 
it is for sellers to have connections with their customers is either overlooked 
or ignored. 38 If the seller did not maintain contacts, the buyer would necessarily 


Moreover, there appears to be a significant difference in the purpose of 
maintaining contacts from that of advertising (selling). The purpose of 
advertising is to sell more goods or to sell them at a higher price ( or hot: ) 
than could be sold without it, while the continued dealing of afirmw i 
established connections (either buyers or sellers) may be due to the inertia 


35 Edward Chamberlin, The Theory of Monopolistic Competition (Cambridge: Harvard 

University Press, 1933), p. 8; see also p. 69. 

™Ibid., p. 117. 

»The possibility also of buyers advertising and thus increasing supply “ 
over,noted in ,h. Chamber,™ analysis. Presumably m that ease .he 
would be a cost of production, for "cost of product,on include all expenses 

must be me. in order to provide the commodby ” to 

put it into his hands ready to satisfy his wants, and the ^ are , building up his 
facturer’s price to the wholesaler charges to cover the W*™**™"^* w *° 
‘connections’ and securing outlets, as well as similar <* arges h has rec0U ped” 

have sold him raw materials and supplies, and whose selling P 

{Ibid., pp. 123-24). 



THE CONTACTUAL FUNCTION IN MARKETING 


419 


or unwillingness of either party to make the effort necessary to substitute 
new customers for old ones," as Professor Kahn has suggested, or it may 
be based on the fact that it is more economical to deal with old customers 
than with new ones. 39 The continuous dealing with the same contacts reduces 
not only the effort necessary to make transactions but also the risks either 
party takes, since each party already knows the other and can fairly accurately 
forecast what he is likely to do under a given set of circumstances. 

The cost of developing and maintaining contacts is somewhat more in the 
nature of the cost of a fixed asset than is the cost of advertising. Although 
the full effect of an outlay for advertising may not always be immediately 
reflected in sales, it is likely to diminish rapidly after the advertising has been 
discontinued. In the building of contacts, on the other hand, the costly element 
is involved primarily in the first transaction or previous to it (this is the 
cost of getting the foot in the door, so to speak) and declines successively 
with each transaction after that. Consequently, a business with a large number 
of well-established contacts is likely to have lower costs of distribution than 
one which has fewer such contacts. The general principle is well recognized 
in the law, where the purchaser of a company with well-established connections 
is allowed to capitalize them as goodwill. 4 ® 

If it is assumed that a number of firms, all having large numbers of well- 
established connections, are otherwise in competition with one another, it can 
well be argued that the price resulting from such competition will be lower 
than it would be if these firms lacked such established contacts—a generaliza¬ 
tion which follows from the fact that they have lower costs. The competitive 
element that is presumed to be lost through the propensity of firms to discri¬ 
minate in favor of those buyers and sellers with whom they have had conti¬ 
nuous contact may well be offset by the increased competition among groups 
of firms joined vertically in series from producer to consumer. This is but 
another way of saying that the competition takes place among channels rather 
than among firms horizontally considered. 41 

Despite the differences in costs and in the effect between the maintenance 
of proper contacts and the use of advertising mentioned above, the results of 

39 Professor Kahn has intimated that the continuous dealings between two parties 

are due to inertia and unwillingness to make the effort necessary to make new sales 

contacts, and he attempts to prove that these motives are irrational when the consumer 

experiences no preference for the product of the old firm. However, he ignores the 

fact that the increased effort necessary to make the change is in itself an entirely 

rational basis for preferring old customers (R. F. Kahn, “Some Notes on Ideal Output ” 
Economic Journal , March, 1935). * 

Mi^ he ^ upr f me Court °f the United States has defined goodwill as follows: “Good- 
W1 1S th< \ disposition of a pleased customer to return to a place where he has been 
well-treated. Goodwill is usually measured by the unusual profits which accrue to a 
finn because of the buyers who habitually patronize it. It is the value, crudely capitalized 

which businessmen put upon the contactual relationships which have been built ud ’ 

41 See Cox, op. tit. 
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such actions appear similar when, placed in terms of supply and demand 
curves. Effective contactual relationships tend to move the demand curve 
upward and to the right, and they do not affect supply in terms of goods 
offered for sale. It is only when we consider these changes in a larger frame 
of reference that the implications of the differences may be seen. Thus who 
can say that the use of proper contacts does not yield the consumer an income, 
psychic and subtle though it be, when he is enabled to choose between 
different sellers? And who can say that the use of proper contacts does not 
add to the supply, not in the sense of the total stock offered for sale, but in 
the more realistic sense of making goods available for sale by those with whom 
others wish to deal? 

However, if the real problem is not how prices behave but rather how 
people behave under certain circumstances, it is conceivable that some other 
approach than price analysis may be equally valid and equally constructive 
in understanding the process. In the last few years a number of writers with 
extensive business backgrounds have painted out that, as modern business 
units have become larger, older and more permanent, they are more and 
more motivated by the idea of security and permanence of the firm as an 
institution than by the amassing of greater profits. 42 It is, of course, conceded 
that profits are necessary for permanence, but situations often arise in which 
profits, both immediate and long-run, have to be foregone and decisions be 
based on what is best for the long-run stability of the firm. It is argued that 
the building of the prestige of a firm in the community and even its social 

justification have become major objectives in policy-making. 

Whether or not there has been a fundamental change in the motivation 
of business, there is ample evidence to indicate a change in emphasis from 
pure price competition to competition based largely on what the business¬ 
man calls “service”; and the primary argument for this change is usually 
that it promotes the long-run prestige and maintains the status of the firms 
in the community. In other words, the trend in emphasis appears to be 
toward cooperation in sustaining the marketing structure rather than toward 
more vigorous interfirm price competition. The tendency toward integra¬ 
tion among large firms and, where this is not possible, the tendency to dis¬ 
tribute through controlled outlets, such as exclusive agencies and contract 
sales agreements, are evidence of attempts to minimize price competition 
among the larger firms. 

Smaller firms have likewise been active in their efforts to avoid price compe¬ 
tition. Being weak economically, they have resorted to politics, where their 
very numbers give them enormous strength. They have put pressure on legis¬ 
latures for protective laws, such as price maintenance, unfair practices acts 

42 Notable among these are Oswald Knauth and Chester Barnard, e.g., Oswald Knauth, 
Managerial Enterprise (New York : W. W. Norton & Co., 1948); Chester I. Barnard, 
The Functions of the Executive (Cambridge: Harvard University Press, 1947), an 
Organization and Management (1948). 
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anti-trade discrimination acts, and many others. Practices such as price-lining 
and guaranties against price decline are likewise evidences of attempts to get 
away from pure price competition. 

If it is assumed that the desire for permanence and stability of its institu¬ 
tions have become the major objectives in our economy, the problem of 
developing and maintaining continuous contacts takes on great significance. 
Business cannot expect to shift its contacts from day to day and still attain 
the permanence necessary for an institution. It is clear that few large modern 
businesses could exist wholly upon casual contacts entered into for immediate 
profit with no thought of future business. Although business must continue 
fluid, it is essential that fluidity be in the form of a stiff matrix of relationships. 
If this argument is sound, then it follows that the whole concept of business 
regulation needs to be reviewed, and possibly modified, to give considera¬ 
tion to this changing point of view. 


Summary and Conclusion 

It is the thesis of this article that the overall task of marketing is to 
make the adjustment between what the consumer conceives as his needs 
and what the producer finds practical to produce. One of the major func¬ 
tions involved in accomplishing this task is that of making contacts between 
those who want goods and those who produce them. These contacts bet¬ 
ween buyers and sellers at each step in the process from original sources 
of raw material to the ultimate consumers form the basis of marketing 
channels. These channels provide a vast network of contacts through which 
sources are enabled to discover suitable customers for their output and 
consumers are enabled to find suitable sources to fulfil their needs. In each 

case adjustments take place by the process of free selection of buyers bv 
sellers and free selection of sellers by buyers. 

The process of developing new contacts is one) of the most costly elements 
of marketing. Because of this and because of a natural inclination of busi- 
nessmen to deal with those whom they have dealt with before, the contactual 

, t , en ^. t ° be J come firm 'y established in what businessmen call 
connections. This tendency to deal with established contacts gives to 

th! !T f a- ® t * blI ! ty and consistency which decrease risks and § reduce 
the costs of distribution. Without such established connections the entire 
process would be chaotic and unstable. 

h thes,s briefl y outlined here must be considered in the nature of a 

b^TscanTattenV 0 ^ eConomists and business writers have given 

mentTesen eS T, n t° ^ phenomena ’ but also because much of the argu- 

such a thesis can be^accented ° bservation and conjecture. Before 

empirical evidence and the concluslnsTore'^recisdy town^H ^ 

How. « a. on. can these attachments 
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necessary before a firm can be considered established? What is the rela¬ 
tionship between the number and strength of contacts and the success of 
a firm? These are questions which must be answered before a full under¬ 
standing of the function is possible. 

Even when the questions enumerated have been answered, there still 
remains the problem of the implications involved in this line of reasoning. 
Does a tendency toward continuous trading contacts affect the behavior 
of a firm through the business cycle? Does such trading make the economy 
less resilient, less flexible? Does such trading reduce competition? Does 
this type of trading lessen the degree of choice available to consumers? 
Would a system of trading in which price alone determined the choice of 
contacts be more desirable? The investigation of questions such as these 
might well lead to a considerable change in our conception of free markets. 



341 Designing the Distribution System 

Thomas L. Berg 

A distribution model is needed if a firm is to be effective in its handling of 
problems which relate to channels of distribution. This article shows how 
through the use of organization theory an effective distribution model can be de¬ 
signed. Focus is placed on the contactual aspects of distribution and not the 
physical distribution components of the problem. 


INTRODUCTION 


Marketing management suffers from schizophrenia. Students of the firm 
are encouraging corporate psychoses identified by the classic syndrome : 
(1) loss of contact with company environments and (2) disintegration of the 
whole-properties of corporate organisms. The disease is amenable to treat¬ 
ment. This study is intended as a partial prescription, although it is not to 
be construed as any sort of a panacea. 

To see the nature and origin of the malady in more concrete terms, it is 
necessary to understand how the total company is linked to its environment. 


The Firm as an Operating Syste 


Any manufacturing enterprise can be viewed as an input-output system 
consisting of three parts: (1) the internal organization of the firm, (2) the 
company environment , and (3) various kinds of external organizations serv¬ 
ing to link the internal organization with its economic milieu for the inter- 
organizational transmission and processing of inputs and outputs. 

Connections with suppliers, networks of financial intermediaries, and trade 
channels are examples of external organizations. Although they may not 
appear on company charts or 'in manuals, these should be regarded as 
logical extensions to the internal organization of the firm. Internal and 
external organizations are similar in that both deal with economic functions 
performed by interdependent human agents requiring motivation and coor¬ 
dination through communication. Both involve continuous personal relation¬ 
ships, routinized tasks, and stable expectations of reciprocal performance. 

Failure to pay due respect to the systemic nature of the enterprise and 
o the fundamental similarities between internal and external organizations 
has resulted in schizoid thinking in management and marketing. Management 


Source : From William D. Stevens (ed.), The Social Responsibilities 
ing (Chicago : American Marketing Association, 1962), pp. 481-490 
Berg : Assistant Professor of Marketing, Columbia University. 
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theorists have been preoccupied with problems of internal organization and 
have failed to show how the firm is connected to its environment via exter¬ 
nally organized linkages. An unnatural cleavage between internal and exter¬ 
nal aspects of structure has developed in the management literature. 

Administrative and organizational theories seem to have concentrated upon the 
administration of single organizations and have not specifically recognized that a 
system of separate organizations requires administration also. It is suggested... 
that that body of theory and research which contributes to an understanding of 
the administrative process in single organizations is pertinent to the administration 
of primary and secondary organizations. 1 

Over the years, a handful of people have come to suggest that the full 
development of organization theory awaits the day when management theo¬ 
rists explicitly bring environmental entities and external organizations into 
their analyses. The sire of this thought appears to be Chester Barnard. 

The conception of organization at which I arrived in writing The Functions of the 
Executive was that of an integrated aggregate of actions and interactions having a 
continuity in time. Thus I rejected the concept of organization as comprising a 
rather definite group of people whose behavior is coordinated with reference to 
some explicit goal or goals. On the contrary, I included in organization the actions 
of investors, suppliers and customers or clients. This the material of organization is 
personal services, i.e., actions contributing to its purposes. 2 

Barnard’s words have apparently fallen on deaf ears. Administrative theo¬ 
rists are concentrating more on refining theories of internal organization an 
less on extending and testing their notions in external realms. But the student 
of marketing is equally responsible for the observable symptoms ot 

SCh In°contrasi to the management theorists’ focus on internal aspects of 
business systems, marketers have been preoccupied with environmental forces 
and external trading channels without clarifying how these tie in to prob¬ 
lems of internal administration and organization. Marketing academicians 
seem to appreciate the need of some model for building and operating trade 
channels, but few have recognized the potential role of organization theory 
in its design. Businessmen in marketing seem to know intuitively that channe - 
building is an organizational problem, although few acknowledge the need 

for a model to guide them in their organizing. 

As a result, trends in management and marketing thinking become more 
and more divergent. To bring about some convergence, and to assure that 
both disciplines reverse the trend to schizophrenia, it is necessary to (a) 
persuade the internally-oriented administrative theorists to consider the 

1 Valentine F. Ridgway, “Administration of Manufacturer-Dealer Systems, Adminis 

trative Science Quarterly, Vol. 1, March, 1957, pp. 466-67. „ . Uoi . 

2 Chester I. Barnard, Organization and Management, Cambridge, Mass., H 

versity Press, 1948, pp. 112-13. 
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application of their ideas to external-environmental entities and (b) convince 
marketers to draw more heavily on internally-oriented theories for insights 
into building and operating external marketing systems. This study takes the 
distributive subsystem of the firm as an example of the applicability of 
organization theory to external systems. 


The Distribution Subsystem 

V 

The term “trade channel” is often reserved to the network of external 
entities in a company’s distribution setup. In this study, the term “distribu¬ 
tion system” embraces all elements of the internal-external-environmental 
triad. Corporate marketing staffs and field salesforces are elements of inter¬ 
nal organization, segments of ultimate consumer markets are the key envi¬ 
ronmental sectors, and retail merchants and other trade intermediaries make 
up the external organization. This study attempts to show that useful 

models of distribution systems can be designed with the help of organization 
theory. 

Today, distribution systems are developed more by intuition than design. 
In part, this accounts for widespread cases of ineffective performance of 
trade management functions. Actual channel formation, budgeting for dis¬ 
tribution, the setting of distributor’s margins, the appraisal of dealer per¬ 
formance and similar management tasks could be performed more effectively 
if marketing managers had distributive models to guide them in the day-to- 
day administration of trading functions and trading relationships. 

For many reasons, the basic idea that distribution models might be design¬ 
ed by drawing upon organization theory has not been widely recognized 
nor warmly embraced. The notion is still a relatively new one accepted by 
a fairly small group of people. Those who have heard of the idea often seem 
not to have grasped its full significance. The understanding of some has 
been barred by the persistence of traditional perspectives on trade channels. 
Those congenial toi the basic idea may not know how to push it to the level 
of operational reality. Lack of know-how simply prevents others from seeing 
that the approach is feasible. Those that agree to its feasibility may be reluc¬ 
tant to devote the time, energy, and cash to what inevitably is a difficult 
design job. Some apparently see the feasibility of the notion but do not 
regard the approach as useful on pragmatic grounds. Still others may object 
on philosophical bases, for when organization theory is pushed far enough 

into market relationships difficult questions concerning prevailing concepts 
of competition are bound to arise. 

The purpose of this study is simply to overcome a few of these barriers 
to acceptance of the fundamental proposition. The chief test applied in the 
s udy is the test of feasibility. As a purely technical matter, organization 
theory can be meaningfully applied to external distribution systems, and not 

only to direct manufacturer-dealer organizations. In the process of dempns- 

54 



426 


READINGS IN MARKETING MANAGEMENT 

trating feasibility, insights into the more intractable pragmatic and philoso¬ 
phical issues are also revealed. ' . 

NATURE OF THE STUDY 

This study focuses on the contactual, or trading, aspects of distribution 
as opposed to the logistics, or physical distribution, dimensions of the prob¬ 
lem. It is nonsituational, i.e., the study is not restricted in scope to a parti¬ 
cular product, institution, or historical period. It is addressed to marketers 
in manufacturing firms, although the ideas may also be of interest to others. 

Few businessmen can yet verbalize their opinions and attitudes toward 
the application of organization theory to the design of distributive models. 
Therefore, personal interviews could not be used as a sole method of re¬ 
search. Information had to be gleaned piecemeal from a variety of sources— 
including protracted informal interviews with some 150 marketing executives 
and teachers, widely scattered secondary sources, and pure cogitation. 

In effect, the study attempts to present elements of prudent practice with¬ 
in the unifying framework of organization theory. It does not describe any 
approach taken by a known manufacturer. 

Elements in the Design Process 

The process of designing a distributive model for a producer is envisaged 
as unfolding in five interrelated stages : (1) factoring the companywide 
strategic situation, (2) converting key factors into functional prerequisites 
for the system, (3) grouping individual tasks into work units, (4) allocating 
tasks to appropriate functionaries, and (5) designing a structure of relation¬ 
ships to provide loci of distributive authority and responsibility within the 

work structure erected in the previous stages. 

In the study, separate chapters are devoted to each of these elements and 
an integrating case is used to help synthesize the materials as the process 

unfolds. 

Step One—Factoring the Strategic Situation. Early in the research, com¬ 
parative studies of existing systems were undertaken with the aim . of 
accounting for the sometimes marked interfirm differences in distribution 
practices observable in many industries. Those variables were then abstract¬ 
ed which seemed to serve as decision-making constraints for a wide variety 
of the firms studied. These fell into two broad classes : (a) the nature and 
interests of various environmental entities as interpreted by top management, 
and ( b ) factors relating to the company’s resource base. Environmental 
entities and company resources are related through broad marketing 
strategy to the functional necessities and structural features of distribution 
systems. Environmental entities include stockholders, employees and their 
unions, supplier interests, trade associations, governments, competitors, and 
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ultimate consumers. The resource base refers especially to finances and man¬ 
power but also includes material, spatial, temporal, and other resources. In 
the study, these factors are arranged and presented in meaningful sequence, 
and illustrations are provided to suggest the possible impact of each variable 
on channel function or structure. The goal was to help the manager conduct 
a comprehensive position audit for his own particular firm in its unique 
competitive market setting in order to isolate key bits of information which 
might provide clues as to appropriate distributive structure in the specific 
case. The study thus offers a method of attack for factoring firm’s strategic 

situation as well as illustrating the potentialities for interfirm differences in 
distribution systems. 

Step Two—Converting Key Factors into Activity Requirements. The 
research revealed that surprisingly few producers can meaningfully reply to 
the question, What do you want your distribution setup to do for you?” It 
may be suggested here that until managers can verbalize the nature of the 
work they want performed by distribution systems, there can be little hope 
for real application of organization theory to trading networks. 

Yet, the study offers guides for developing the inferential value of key 

factors uncovered in step one in sufficient detail to permit the generation of 

a fairly clear-cut list of activities to be performed by the yet-to-be-designed 

distribution system. At this point in the study, the integrating case is also 

introduced to illustrate how one firm actually posited its channel tasks in a 
simplified situation. 


, . . . - , into Work Units. This step involves a 

straightforward adaptation of organization theory, which alternatively depicts 

the process as one of a division of labor or of grouping tasks together in a 
meaningful fashion. No real problems of applying organization theory were 
encountered. However, there is clear evidence that the channel analyst might 
profit from taking this step very seriously. Traditional channel discourses, 
for example, have tended to stress specialization solely on the basis of func- 

rj?rr° n th ?° ry demands adequate attention to alternative modes 

cess and hvnl 1 ' 6 '’^ P ™ dUCt ’ by customer - b Y time, by location, by pro- 
. y composite patterns of these basic varieties. All of the altema- 

Sy f mS 3S We]1 * internal organon. 

trade. Organizational theorists call attention to the needs for structural 
coordination, for promoting cooperation and reducing conflict for recogniz¬ 
ing the vagaries of local conditions, and other criteria for picking proper 
kinds and degrees of work specialization. P § P ^ 

r ? e ^ e u iS , reaS °? t0 aSSUme th3t mana § ers wou ld uncover a much wider ranee 
of distribution alternatives and would probably end up by delegating more of 

hrJT dls T bU,,V ^ iob *° tradesm “ if self-consciously appM the 

broader perspectives of organization theory to this step in the design of distri- 
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bution systems. Finally, some varieties of organization theory focus first on the 
work and secondly on the worker. Classical institutional and commodity ap¬ 
proaches to trade channels seem to have reversed the order of analysis. 

Step Four—Allocating Tasks to Middlemen. In matching work and worker, 
the best procedural approach seems to be to begin with segmenting the end 
markets to be served and them to progress upward through a process of 
sequential segmentation in intermediate markets until the intervening work 
structure can be made to tie together with the producer’s internal organiza¬ 
tion. 

At each stage of this process of closing gaps separating the producer from 
his ultimate markets, a set of interrelated issues must be resolved. 

All alternative middlemen must first be recognized as alternatives. This 
is less obvious and more difficult than it appears.' Semantic traps, statistical 
fictions, informational gaps, trained incapacities, managerial impatience and 
other barriers to creativity befog and bury alternatives from view. Brain¬ 
storming and other alternative-producing techniques, of course, are relevant 
in overcoming this problem. 

With the alternatives before him, the manager must sort out ineligible 
types of outlets, drawing upon earlier key factors, activity requirements, and 
preliminary grouping analysis for screening criteria. Next, the remaining 
eligible outlet-types can often be arrayed meaningfully in order of their 
apparent suitability to the producer, using the same criteria. 

At this juncture, several additional types of questions often need to be 
answered before proceeding to another stage of the vertical channel stretch, 
e.g., whether there are economies of scale for each outlet-type, how many 
of each type will be required, and what areal coverage pattern should be 
used. Since many of the variables used to resolve the latter issues en 
themselves to quantification, some companies have been able to program 


them for computer solutions. . , . _ . - A . , 

This set of decisions, made at successive stages in bridging the vertical 

gap between customers and the producer, completes the steps involved in 
planning the structure of distributive work. Before going further, how¬ 
ever, the study discusses principles and procedures which serve as possible 
checks on the adequacy of the activity structure erected thus far on paper. 
The final step is to define desired relationships between individuals and 
institutions in the distribution system to provide loci of authority and res¬ 


ponsibility as a basis for cooperative action. _ 

Step Five—Designating Appropriate Structural Relationships. As a starting 

point in performing this step, the producer must know specifically what 
kinds of activities need to be controlled in order to comply with law, to en¬ 
sure adequate profits, to generate goodwill and repeat business for his 
brands, to keep risk within limits, and to provide for effective coordination 
of his overall marketing program. Next, the producer must identify e 
sources of his capacity for influencing power-patterns in the distribu on 
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system. These sources are rooted in governmental sanctions, specific laws, 
the strength of the consumer franchise held by the producer, and similar 
factors. 

Basically, he now faces two alternatives for structural action. He can 
either try to accumulate market power which will then be exercised unilate¬ 
rally to exact the compliance of middlemen or he can undertake to create 
conditions under which authority may safely be dispensed in the system. In 
short, the alternatives are either to reserve authority from tradesmen, or to 
delegate distributive authority to them. There are an infinite number of 
possible ways to mix these two basic alternatives. In this study, the outright 
ownership of facilities, existence of concubine outlets, pre-retailing practices, 
widespread consumer deals, and fair-trade arrangements are viewed as mani¬ 
festations of the “reservation of authority" phenomenon. The delegation 
alternatives involve outright contractual or other specification of intended 
delegations, and these steps may be supplemented by the provision of facili¬ 
tating and auxiliary service units (e.g., distributor training groups and dealer 
advisory councils) which help all parties to hold the exercise of authority 
within responsible bounds. The specific pattern of reservation-delegation devi¬ 
ces chosen by the producer will depend on the way in which power has come 
to be institutionalized in the particular work structure he has put together, 
on the relative size and bargaining strength of producer and middlemen, on 

the past history of cooperation and conflict with similar patterns of trades¬ 
men, and related factors. 

When the five steps of the model-building process have been completed, 
the overall structure can then be described in charts and manuals. Job descrip¬ 
tions and man-specifications for middlemen may also prove useful as guides 
to implementation of the model. 

CONCLUSION 


In very skeletal fashion, these five steps to the organizational design of 

s y stems represent the ground covered in this study. Chester 
Barnard s basic idea is shown to be operationally meaningful; as a technical 
proposition, organization theory can usefully be extended to the design of 
external systems But the task is just as difficult, frustrating, an im 
consuming as it is ,n internal analyses-perhaps more so. 

a l S Pr f C ! 1Cal f0r most firms - Organization theory provides 

a systematic and rational basis for superseding many of today’s ffituitive 

and unconventional distribution systems’ And if S bwsn de wi 

S e a.7toce°" e SVSte " “ d "" hnm “ toportant S 

Step-by-step application of concepts from organizational theory helps in 



430 


READINGS IN MARKETING MANAGEMENT 


the discovery of gaps in traditional ways of thinking about distribution. At the 
same time, it aids in uncovering more distributive alternatives and in provid¬ 
ing criteria for choosing between them, it encourages the challenging of old 
concepts which may have outlived their usefulness, and it leads to a fuller un¬ 
derstanding of the implications of past, present, and future trading actions. 

There are many additional ways in which administrative theory can be 
effectively used to improve the management of distribution systems. Know¬ 
ledge of institutional leadership and control in internal realms needs to be 
further extended, and perhaps modified, to apply in all external systems. 
By breaking down the walls tending to separate marketing from the field of 
general administration, marketers can also find themselves testing and 
improving administrative theory. The problem of choosing from alternative 
theories of organization still exists today. Perhaps further attempts to apply 
these theories to external systems could contribute to the unification of 
divergent threads. 

This study was one test of organization theory in an external setting. The 
conclusion is that organization theory stands up better under analysis than 
does the marketer’s concepts of distribution. 

Increased awareness of the general applicability of adminstrative and 
organization theory to external systems may encourage further inter¬ 
disciplinary contributions to marketing and management. Industrial relations 
specialists could collaborate with marketers, for instance, in exploring points 
of similarity and difference between employee-union relationships within the 
firm and the extra-firm relationships between merchants and their trade 
associations. Something akin to collective bargaining is said to take place 
in some trades with respect to the setting of distributor margins and other 
issues. It would be interesting to pursue this further. Sociologists are now 
attempting to apply insights from general studies of bureaucracy to manu¬ 
facturer-dealer relations. The concept of reference group behavior could 
perhaps be investigated more thoroughly for its relevance to trade channels. 
The anthropologist’s idea of tangent relations and tangent institutions might 
provide further insights into the design and operation of distribution systems. 

' In short, recognition of the fact that organization theory offers immediate 
and practical help to manufacturers in the design of all distribution systems 
should open many doors for further research and remedy present tendencies 
toward schizophrenia in understanding business needs and company practices. 

* • • • • • - 
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35 j The Logistics of Distribution 

John F. Magee 

Physical distribution costs are almost always an important part of total marketing 
'costs. Further, they are typically easier to identify and control than most other 
marketing costs such as advertising and personal selling. And yet many compa¬ 
nies pay little or no attention to the availability of new and proven techniques 

which will permit them to lower such costs. This article shows how a lowering 
of these costs can be attained. 


American business is awakening to a new, exciting opportunity to improve 
service and reduce costs—better management of the flow of goods from plant 
to user. Capitalizing on this opportunity means : 

Thinking of the physical distribution process as a system in which, just 
balanced S °° d ^ SyStem ’ aI1 the com P on£ m1;s and functions must be properly 

Takmg a fresh look at the responsibilities, capabilities and organizational 

and itW°f n C ^ CUt,Ve f tr3 f C ’ warehouse management, inventory control, 
ana other functions which make up the overall system. 

Fe-examming the company’s physical plant and distribution procedures in 
and “ S “ Ch ““ tranSp0r,a,i °"' d ‘<“ P rocess i n g 

In this article I shall first examine the pressing need for improved manage- 
ent of companies distribution systems. Then I shall outline some of the 
most promising ways by which progress in “industrial logistics” can be achieved 

the^problem C tf" t0 ™ p]i . cations of technological advances for policy! 
the problems of getting started with a new look at a company’s system and 

he steps that should be taken in making a good distribution study. 

STUBBORN PRESSURES 

The need for progress in distribution is a product of not one but several 

the particular part or function where trouble is most obvious ' ’ 

Rising Costs 

For years, businessmen and economists have looked with mixed feelings on 

JohnTMag^T :Si ^ 
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the increase in distribution costs in our economy. Over the past half century, 
tremendous strides have been made in reducing the costs of production, but 
these feats have not been duplicated in other areas. If the overall efficiency 
of companies is to continue to improve, management must turn its attention 
increasingly to holding distribution costs in line. Physical distribution costs 
in particular, estimated by some to represent the third largest component 
in the total cost of business operation, are a logical center for management 
attention. 

The problems of cutting these costs pose certain new and interesting 
questions for business. Whereas in many production operations it has been 
possible in the past to substitute a machine for human labor and to cut the 
cost of one operation without seriously disturbing the rest of the production 
system, this is hardly the case in efforts to cut physical distribution costs. 
Indiscriminate cost reduction in any one of the individual cost elements, such 
as inventory maintenance, warehousing, transportation, or clerical activities, 
can have a disastrous effect on the efficiency of the system as a whole. To 

illustrate this point : 

Suppose we cut inventories. Certainly a reduction in inventories will save 
capital investment and the costs of supplying capital, and it may save some 
expenses in storage, taxes and insurance. On the other hand, an indiscriminate 
reduction in inventory levels may seriously impair the reliability of delivery 
service to customers and the availability of produtcs in the field. An inventory 
reduction which saves money but destroys competitive position is hardly a 

contribution to a more effective distribution system. 

We can cut transportation costs, perhaps, by changing to methods showing 
lower cost per ton-mile, or by shipping in larger quantities and taking ^vantage 
of volume carload or truckload rates. But if lower transportation costs are 
achieved at the expense of slower or less frequent movement of goods we 
face the risk of: (a) cutting the flexibility and responsiveness of the distribution 
system to changes in customer requirements; ( b ) requiring greater field inven¬ 
tories to maintain service; (c) creating greater investment requirements and 

^Mariy^lanket refusal to allow cost increases in any one part can wipe 

out opportunities to make the system as a whole more efficient. FormstanC " . 

New methods of high-speed data communications and processing may 
fact increase the clerical costs of operating the distribution system On the 
other hand they may cut down delays in feeding information back to gov 
production' operations and to control lags in getting material moving into the 

distribution system in response to customer demand. Thus 

cut total distribution system costs because of their impact on P 

duction and inventory control. . „ . tnnw 

It takes a careful analysis of the total physical distribution system to k 

whether net costs will be increased or decreased by efforts to cut 

• ~ “ m 

of any one component. 
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Proliferating Product Lines 


Physical distribution systems in recent years have been put under tremen¬ 
dous pressure induced by changes in product-line characteristics. Until recent¬ 
ly, for example, products like typewriters, light bulbs, appliances and plumbing 
fixtures were largely utilitarian, with differences in product characteristics 
rather closely related to function. A typewriter manufacturer did not have 
to worry about matching typewriter color to office decor or type style to com¬ 
pany “image.” Light bulbs used to be white and sometimes clear, and they 
varied by wattage. Now, however, typewriters come in pastels and two-tones. 
Light bulbs are sold not only to provide light but atmosphere, with a corres¬ 
ponding increase in the number of products that have to be shipped, stocked 
and controlled. Appliances and plumbing fixtures are available to customers 
not only in the classical antiseptic white, but in a wide range of color and style 

combinations. In short, style and individuality have become strong competitive 
weapons. 


In an almost unending list of products in the consumer field, variations in 
color, packaging and other features have imposed heavy burdens on the 
distribution system. In the marketing of industrial goods, variations in grade, 
color and size have had a similar impact. In paper manufacture, for example, 
the wide variety of package sizes required for consumer products has led 
carton manufacturers to demand correspondingly wide ranges of kraft board 
roll widths from paper manufacturers, and these demands have created diffi¬ 
cult problems of scheduling, inventory control and distribution. 

The growth and change in product-line characteristics in both consumer 
and industrial products have meant that manufacturing plants have had more 
items to make, and the distribution system has had more items to handle 
and stock. More items mean lower volume per item and correspondingly higher 
unit handling inventory and storage costs. Take, for example, just the impact 
on inventory requirements of substituting three items for one : 

Suppose we have substituted items B, C and D for an old item A If sales 
among these items are broken down 60% to B, 30% to C, and 10% to D 

Th h "° °^ era11 [ ncrease In sa, es compared to the volume on the old item a’ 
then Exhibit I shows what is likely to happen to field inventory requirements 

tToTshT'T? m0rC ,ha " 60% ' (ThiS figUre is based on characteristic rela¬ 
tionships between inventory and sales in companies with which I am familiar 

" 8 neral the larger the sales, the lower inventory can be relative to sales 

Thus, product D with 10% of sales needs a much higher proportion o?invent 
tory than product B, with 60% of the sales.) 

expense ZtjJ.T’ 2 ° % ‘ inCra “ a handsome 

expense tor maintaining competitive position. 

Let us be °P timistic > however, and assume that items B, C and D do more 

by W Even th^iSve 0 '^ 61 ^ US aSSUme ^ t0tal volume increases 
oy Wo. Even so, the inventory requirements would double, and inventory 

55 



434 


READINGS IN MARKETING MANAGEMENT 



Exhibit I What Happens To Inventories When The Product Line is Broadened? 

cost per unit sold would increase over 30%—a substantial source of pressure 
on the distribution system. 

These figures illustrate the impact of small-volume items on the cost of 
operating the distribution system. Yet diversity of product sales is characteristic 
in American businesses whether selling in consumer or industrial markets. 
Exhibit II shows the typical relationship between the number of items sold 
and the proportion of sales they account for. The figures are based on the 
records of a large number of firms in the consumer and industrial products 
fields. The exhibit reveals that while 10%-20% of total items sold characteristi¬ 
cally yield 80% of the sales, half of the items in the line account for less than 
4% of the sales. It is the bottom half of the product line that imposes a great 
deal of the difficulty, expense, and investment on the distribution system. 
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PER CENT OF ITEMS IN PRODUCT LINE 


Exhibit II What Fraction of Total Sales is Accounted for by What 

Fraction of Total Items in the Product Line ? 

Alternative Courses 


shouU take aLd took «Pressures suggest .hat management 
the pLibiSS : a " a ’° r Sacnfi “ in H 'te ere a few of 

ris; a”s 0 “l:Ll low ' sal ! in8 ‘r «?* t » *>*. 

necessary to stock these item* ’ n§ , C ° S * S ’ and service - lf may be 

individual customer orders as the latter Ski™ !“ d Sh ' P them against 

air freight. atter anse - P erh aps by expedited service or 

or middlewo'lume hem'ii'"^!, a°f d C ? mpromise m ay be to carry some low 

promise between the less^storl! "f ra8i ° na ' as a com- 

mg and the transportation and senf' ^ 1 . ncurred from broad-scale stock- 

* attempting 

and b S mSrd ’dSIif imP Td men,S "ansportation 
exist in many busi „esses for cutting down o^umhVrjrSS 
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points. With increased volume through the individual warehouses, carrying 
a broader product line at the local points begins to make greater economic 

sense. 

j 

Sales-generating Capacity 

The first and most basic job of the distribution system is to get customers, 
to turn interest and orders into sales. As business has grown more competitive 

and the public has become harder to please, management has focused increasing 

attention on the quality of its logistical operations. What can be done to 
make products more readily available for purchase in local markets? What 
improvements can be made in backing up product merchandising and 
advertising programs with adequate deliveries and service? Obviously, 
questions like these are affected by cost considerations, but as marketing 
objectives they deserve individual attention. 

In analyzing the capacity of a distribution system to produce sales, executives 
will do well to examine three key characteristics : 

1. Location —It has been estimated, for example, that from 5 distribution 
points a company can reach 33% of the U.S. consumer market within a day; 
while from 25 warehouse locations, 80% can be reached in one day. 

2. Inventories —Judging from my own and associates’ experience, approxi¬ 
mately 80% more inventory is needed in a typical business to fill 95% of the 

customers’ orders out of stock than to fill only 80%. 

3. Responsiveness —The ability of a system to transmit needs back to the 
supplying plant and get material needed into ,the fiejld determines how 
quickly the business can shift with changes in customer preferences to meet 
demand with minimum investment and cost. 

REVOLUTION IN TECHNOLOGY 

The pressures on distribution methods have led to exciting new techno¬ 
logical advances for getting goods to the user at lower cost to the company 
with less labor and materials expended and less capital tied up in inventories 
and facilities. When these advances are introduced in proper balance, the 
distribution process can better meet the needs of the consumer. Major 
technological changes are now taking place in transportation, information 
handling and material handling. Let us examine each of them in turn. 

Costs vs. Transport Time 

Transportation thinking has been dominated too long by preoccupation 
with the direct traffic bill. Too much attention has been paid to transport 
cost per ton-mile and not enough to the contribution transportation makes 
to the effectiveness of the distribution system as a whole. 
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Railroad rate structures are to an outsider an eye-opening illustration of 
what can happen when a transportation system is put under the cost-per- 
ton-mile pressure for too long. Rail rate structures, despite frequent attempts 
to introduce some rationale, have degenerated into an unbelievable hodgepodge 
of unrealistic and uneconomic rate compromises as the roads have succumbed 
to the pressure of giving each shipper the lowest cost per ton-mile, often 
at the expense of service. While improvements in equipment, such as the 
introduction of the diesel locomotive, have led to greater efficiency on the 
track, in some cases at least the longer trains and increased classification 
problems that have resulted have meant little or no net increase in overall 
distribution efficiency. The gap between traffic and marketing thinking is 
painfully evident in many companies’ distribution methods; little has been 
done to relate transportation methods and service to the objectives of the 
distribution system in support of marketing efforts. 

Transportation costs are important indeed, but they are only part of the 
story. For example, think of the value of materials in transit : 

Data collected on sample shipments in various parts of the country indi¬ 
cate that material may spend one to two weeks in transit and that the capital 
value of assets tied up in the transportation system may, depending on the 
pressure for capital, add as much as 1% to the economic cost of the goods. 

Service, or reliability of the transport system, is also important. Goods 

must get to the user promptly and reliably, to permit him to operate syste¬ 
matically with low inventories. 

The diiect and indirect costs of damage in transport are another large 

item in the traffic bill that at times gets overlooked in the pressure for low 
cost per ton-mile. 

f C l ear ^’ tranSp01t time is one of the ke y determinants of the efficiency 
of the distribution system. Its impact is not vivid or dramatic, and execu¬ 
tives do not always appreciate what a difference it makes, but in a great 
many companies it is a significant factor in financing. To take a simple 


Suppose that m a company doing an annual business of $100 million time 
in transit is reduced from 14 days to 2. Time between reorders is 14 days 
commun.cat'on and processing time is 4 days, and field stocks average 

? : 5 , 10n : In . such a Sltuatl °n the reduction in transit time might well 
e to a reduction in distribution inventory investment of $6 million made 

( 0 ’ 01 133 "f°” - transit, i,„ ,2 days' sales; ,2,7re! 

auction of $2.7 million in inventories required to protect customer service 

resulting from a faster, more flexible distribution system response. 


Speeding up Service 


Changes in transportation leading to improved opportunities in distribu¬ 
tion have been truly revolutionary since World War II. Major superhighway 
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systems have been built, truck speeds have increased substantially and so 
have trailer capacities. The growth in the use of trucking for industrial dis¬ 
tribution is now well known. The stimulus from subsidies is only part of the 
story; trucks have been able to compete at characteristically higher ton-mile 
costs because they have offered speed, reliability and flexibility to shippers. 

Without doubt, railroads are responding to this challenge. A recent survey 
showed that almost all Class I railroads are offering some form of piggyback 
or expedited motor-carrier service. At least some railroads are showing new 
merchandising awareness in concentrating on customer service. Whether the 
industry will be able, in the face of inherent limitations, to reverse the dec¬ 
line in its share of manufacturers' freight business is still an open question. 

Air freight represents a challenge to both rail and over-the-road haulers. 
Today most industry executives still tend to view air freight as a luxury, as 
a service available for “orchids and emergencies." However, the trend in air 
freight rates has been sharply downward in recent years. With new planes 
coming into service, even further reductions can be projected—down to 8 
cents to 12 cents a ton-mile from present-day rates of approximately 22 
cents. Much depends on the success of efforts to develop aircraft equipped 
for freight handling and for flexible operation under a wide range of con¬ 
ditions (for example, modest runway lengths), and to build up the ground 
service needed to match air-handling speeds so as to avoid the danger faced 
by the railroads—the collapse of service as a result of concentration on 
mass, low-cost, terminal-to-terminal movement. 


Impact of New Methods 

What is the significance of the ferment in transportation methods ? For 
one thing, improvement in local truck service opens up opportunities to 
serve wide-flung markets through fewer and larger distribution points. With 
larger distribution centers, the chance that mechanized material handling 
and storage systems will pay off is enhanced, and inventory requirements are 
reduced through consolidation. 

To suggest the size of the opportunity, one analysis with which I am 
familiar showed that cutting the number of field distribution points for a 
national product line from 50 to 25 would increase total transport costs 7% 
but cut inventories 20% and cut total physical distribution costs 8% (the 
latter representing roughly a 1 % cut in the total cost of delivered product). 
This was accomplished at the cost of serving a few small markets—about 
5% of the total—with second-day instead of first-day delivery. 

Rapid truck or air service increases the feasibility of relying on shipments 
from a few central points to back up service. Here are two ways in which 
this can be employed : 

(1) The many low-volume items in the typical product line, the items on 
which local storage and handling costs outweigh the penalty costs of expe- 
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dited shipment, can be held centrally and moved to the market where they 
are needed, as needed. For example, the bottom 50% of the product line, 
which as Exhibit II shows often accounts for only 4% of sales, may require 
25% or more of the warehousing costs and inventory capital charges. Turn¬ 
over of the stocks of these items is often only one-eighth that of the high- 
volume half of the line. In a relatively high number of cases, special ship¬ 
ments could be made at a cost well below that of storing the items at local 
distribution centers. 

(2) If there are substantial reserve stocks designed to protect customer 
service located in the field, it is possible to pare them down in the knowledge 
that additional supplies can be moved in promptly to meet sudden customer 
demands. 

In a typical distribution system a large share of the inventory—as much 
as 90%—is carried to protect delivery service to customers in the face of 
fluctuating demand and system delays. This safety stock is most likely to be 
used at the end of the reorder cycle, when stocks hit their low point before 
new receipts. Exhibit III illustrates a common situation, with safety stocks 
being partly depleted at intervals just before a new shipment arrives. During 
the period of the first reorder, demand has been heavy. In many reorder 
cycles, however, stocks will not be touched at all; this is the case before the 
second reorder in the illustration (middle of the chart) comes in. Note that 
inventory in transit represents a fairly significant proportion of the whole. 



Exhibit III What is the Characteristic Inventory Pattern of Stocks on Hand 

in the Typical Company ? 


How much of safety stocks is actually used depends on the reorder system 
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and level of service maintained. Typically, the last 10% may be needed only 
once or twice a year—a turnover rate roughly one-sixth the average; and 
the last 30% may be needed only two to four times a year. Warehouses and 
inventory carrying charges on this portion of inventory, then, may easily run 
to 10%-20% of the sales they make possible. 

There is an opportunity in many companies for management to cut mate¬ 
rial held in the field and back up customer service through regularized high¬ 
speed delivery service. This possibility will deserve increasing attention from 
management as the costs of high-speed transport, communication and data 
processing drop. 

Information Processing 

Revolutionary data-processing methods were noisily battering at establish¬ 
ed business methods some six or seven years ago, but the impact was more 
in noise generated than in accomplishment. Now that a lot of the superficial 
excitement has died away, however, a broad and solid structure of accom¬ 
plishment in modern data-processing techniques is quietly being built. 

For one thing, computers seem to have become much more broadly accept¬ 
ed than anticipated. When the earliest internally programed machines were 
announced, computer manufacturers’ optimistic estimates were in the 
dozens. Today the number of machines installed or in the process of installa¬ 
tion is in the thousands. In support of computing or processing facilities, 
great improvements are taking place in communications systems, especia y 
systems designed to feed into or out of computers. In distribution manage¬ 
ment, fast, reliable communication is equally as important as fast, re ia e 

processing. # . ,. 

' The use being made of modern information-processing equipment m dis- 

tribution is just as significant as its broad market acceptance For instance, 
machines are being used to maintain local inventory balances, forecast near- 
term demand, employ forecasts and inventory balances as inputs in calcula¬ 
ting item orders, prepare tentative purchase orders, allocate item balances 
among stock points, and draw up production schedules and work force re¬ 
quirements. These are not mere compiling and accounting functions, nor 1 
it fair to call them “decision-making.” In these functions, the machine sys¬ 
tems are interpretting rules or procedures to work out the decisions implicit 
in them in light of the facts of the situation. In other words, the equipmen 
is doing what we would like intelligent clerks to do : diligently following 

policy and weighing costs to arrive at day-to-day actions. 

The forecasting function in particular deserves special attention. I reter 

not to the longer term economic forecasts, annual business forecasts, or even 
shorter term (e.g., quarterly) business predictions, but to short-term fore¬ 
casts of sales, item by item, over the replenishment lead time. These tore- 
casts are made implicitly or explicitly in every inventory control system. In 
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most companies they are left up to the individual stock clerk or inventory 
controller to make as best he can, usually with little or no training or guides. 
Management will spend hundreds of hours of industrial engineering time 
simplifying or improving a job method here and there to take a few pennies 
out of labor cost. Yet the stock clerk making inventory control forecasts 
may, through his control over product distribution and assets tied up in 

inventories, be costing his company many pennies indeed. 

Many people still argue that one cannot forecast routinely because intui¬ 
tion and background knowledge count too heavily. They fail to recognize 
that objective procedures for short-term prediction of item sales have the 
same merits, as say routing and tooling lists in a shop. Experience leaves 
little doubt that great gains can be.made by substituting powerful systematic 
methods for casual or unrecognized ones. 1 

Changes in Material Handling 

Mechanization is slowly spreading from the making of things to their 
handling in distribution. For instance : 

One company in the clothing industry has installed a new data-processing 
system first to handle sales orders and then inventory control and produc¬ 
tion-scheduling systems. At the same time, it has been developing a bin-and- 
conveyor system which will permit economical mechanization of order-filling 
activities. The goal toward which both of these efforts are directed is a 
unified system in which the customer order not only serves as an input in 
automatic order handling but will also, after suitable internal mechanical 
processing, activate the warehouse system to select and consolidate the 
customer’s order. This customer order data will also be processed internally 
for inventory management and production planning purposes. 

How will such changes in warehousing and materials handling influence 
the planning of distribution systems ? The effects will take at least three 
forms : 

1. Integration of systems for (a) material storage and transport and ( b ) in¬ 
formation handling —This development should create opportunities for 
significant “automation” of the distribution function and for reduction of 
manual drudgery. Ultimate full-scale mechanization of materials handling 
will not only require redesign of warehouse and transport facilities, but will 
have an impact on design of products and packages as well. 

2. Pressure to reduce the number of distribution points or warehouses — 
Mechanized warehouses cost money. One way to improve the efficiency of 
capital utilization is of course to increase throughput. 

3. Pressure to concentrate ownership of warehousing facilities —Mechani¬ 
zation takes capital. This factor will be another force behind the tendency 

1 See Robert G. Brown, “Less Risk in Inventory Estimates," HBR July-August 1959, 
p. 104. 
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for manufacture, distribution and maintenance service to become integrated 
under one ownership roof. 

GETTING STARTED 


Some managers view the opportunities presented by changes in distribu¬ 
tion technology with about the same air with which a bear views a porcu¬ 
pine : the possibilities look interesting, but where can you start to get your 
teeth in ? 

Improvements in distribution efficiency cost money. Higher speed, more 
flexible transport generally costs more per ton-mile. Mechanized warehousing 
systems or material-handling systems are not cheap. The cost of working 
out, installing and testing new information-processing systems may make 
direct clerical cost savings look like a rather thin return on investment. In 
fact, direct payoffs from distribution changes (e.g., modified transport me¬ 
thods leading to a direct cut in transport costs) may often be small or non¬ 
existent. The payoffs, often handsome ones, are likely to be indirect, coming 
about from “tradeoffs” such as paying a higher transport bill to save material 
investment, putting in warehouse investment to cut overall shipping costs, 
and so on. 

Because tradeoffs so often are involved, it is not always easy for manage¬ 
ment to get an aggressive, functionally operated group of people to think 
through the problems. It is not easy for men in production, sales, warehousing, 
traffic, merchandising and accounting to grasp other functions' needs or 
express their own needs in terms which make the advantages of tradeoff 
and balance clear. Many times the distribution system has been run too long 
as a collection of more or less independent functions. Any changes, any 
tradeoffs to get the system into better, more economical balance, any modi¬ 
fications to take advantage in the whole system of new technical developments 
—these are bound to be disruptive and to some extent resisted. 

The difficulties in facing up to a searching look at the distribution system 
are not confined to the individual functions concerned. Some of the toughest 
questions arise at the general management level. For example: 

What degree of sales service is the system to provide? How far will the 

firm go to meet customers' service desires? 

What standards are to be used to judge investment in facilities and 
inventory so that it can be weighed against any cost savings that are made 


possible? 

What policy will the company take toward ownership and operation of 
the distribution, transport, warehousing and information-processing facilities? 
Will the company operate its own facilities, lease them, contract for services 
or rely on independent businesses to perform some or all of the necessary 
distribution system functions?. 

What is the company’s policy toward employment stabilization? To what 
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extent is the company prepared to pay higher distribution costs to absorb 
demand variations and to level employment? 

Approach to the Issues 

Grappling with all of these problems is like untangling a tangled skein 
of yarn. Each decision has an impact on other choices and for this reason 
is hard to pin down. The distribution problem is a system problem, and 
it must be looked at as such. If it is examined in total and if the experi¬ 
ence and methods available for studying it are used, the issues just men¬ 
tioned can be resolved in an orderly, mutually compatible way. 

In my experience, three key conditions have, when present, made for a 
sound distribution system study and an effective implementation program : 

(1) Recognition by company management that improving distribution means 
examining the full physical distribution system. 

(2) Use of quantitative systems analysis or operations research methods 
to show clearly the nature of tradeoffs and the relation between system opera¬ 
tion and company policies. 

(3) Cooperative work by men knowledgeable in sales and marketing, trans¬ 
portation, materials handling, materials control, and information handling. 

In (the following sedtidns we shall see the need for these conditions 
asserting itself again and again as we go through the steps of making a 
good distribution study. 

MAKING THE STUDY 

How should a distribution system study be made? What principal steps 

should be taken? As far as I know, there is no formula for the approach. 

The relative emphasis put on different phases of the study can vary, as can 

also the degree of detail; the order of analysis can be changed; and so on. 

But there are important steps to take at some point in any study, and I shall 
discuss them in logical order. 

1. Data on the company's markets should be organized in a helpful way. 

The distribution system study starts with a study of customers. This does 
not need to be a field interview program; to a large extent what is required 
is the organization of market facts which are available. Occasionally, a 
moderate amount of skilled field interview work may be desirable to obtain 
customers’ estimates of service requirements and their comparison of the 
company with its competition. 

A great deal of useful information can be obtained by analysis of sales data. 
Here are some of the key questions of interest : 

Are we servicing several fundamentally different markets through different 
distribution channels? Are these markets located differently? Do they buy 
in different patterns, in different quantities, and with different service and 
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stock availability requirements? 

How are our sales distributed among customers? We have found that 
the top 10% of a company’s customers characteristically account for from 
60%^ to 80% or even more of its business. 

Do the same customers tend to buy our high-volume items as well as 
slow-moving items? The answer to this question has an important bearing 
on how the slow-moving items, for which distribution and sales service costs 
are often relatively high, should be handled. Few companies seem to have 
really examined this problem, though strong opinions on it exist in most. 

2. Statistical analyses of product characteristics should be made , with 
special attention to the nature of sales fluctuations . 

Sometimes the facts about products can be established fairly readily. An 
example is the susceptibility of items in the line to spoilage or damage. The 
degree to which sales volume is concentrated among a few fast-moving items 
(as illustrated in Exhibit II) can often be ascertained rather quickly, too. But 

data of this kind do not tell us nearly enough. 

Statistical analysis is needed to establish certain key sales characteristics 
of the product line, all related to the variability of item sales. The significance 
of variability must be emphasized. Business managers are used to thinking 
in terms of averages or average rates, but the answers to many important 
questions affecting distribution system design depend on the characteristics 

of short-term sales variations about the average. 

Most items exhibit unexpected day-to-day variations in sales about the 

average or expected level. In some cases the fluctuations are extremely wi 
and short-term in character; in other cases they are quite steady and pedict- 
able. The statistical characteristics of these variations determine in a very 
significant way how a distribution system will work and how it should 

be designed to operate economically. ., 

3. in analyzing sales variations., special attention should be paid to size , 

time, area , and volatility. r . 

Executives interested in the practical implications of short-term sales 

variations might focus on the following questions : 

How big are the ups and downs? The magnitude of sales variations over 

the replenishment lead time will determine how large the inventory of an 
item must be to maintain a desired level of delivery service. The amount 
of an item on hand at a field point or on order must always equal the maxi¬ 
mum reasonable demand over the lead time. Thus, the bigger the sales 
fluctuations, the more inventory of an item must be carried in the distribution 
system—at local warehouses, at the factory—to provide a given level of 

delivery service. 

Are the variations correlated from one time period to the next? If one 
day’s sales are above or below average, are the chances considerably better 
than 50-50 that the next day’s sales will be above or below average, too? 

If sales are highly correlated from one week to the next, or from one month 
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to the next, this means that the range of accumulated variation over the 
replenishment lead time increases nearly in proportion to the lead time itself. 
Doubling the warehouse lead time would nearly double the range of sales 
variations and the inventory requirements, while cutting the lead time in 
half would cut inventory requirements nearly in proportion. If sales are not 
correlated from one period to the next, chance variations tend to offset to 
some degree; doubling the lead time would increase inventory requirements 
only 40%-50%, while cutting it in half would cut inventories 30% or so. 

High correlation in sales puts a premium on cutting lead times to make 
the distribution system react faster, perhaps through more expensive but 
higher speed transpprt, communications and sales-information processing. 
By contrast, lower correlation means it may be more economical to let lead 
times lengthen and save expense in information handling and transport at 
the cost of somewhat higher inventories. Exhibit IV illustrates all this 
graphically for a hypothetical firm : 



REPLENISHMENT LEAD TIME 

Exhibit IV Impact of Sales Correlation on Lead Time Cost 

The dotted line represents transport, handling and data-processing costs, 
tending to fall as a longer lead time permits less frequent reordering and 
slower, less expensive methods of shipment. The solid lines represent unit 
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inventory costs, increasing nearly in proportion to lead time in the case of 
high sales correlation (dashed color line) and at a slower rate in the case 
of low correlation (black dashed line). The higher the correlation, the further 
the point of minimum total cost is shifted toward the left—that is toward 
a shorter lead time—even in the face of higher transport, handling and 
processing costs. 

Are sales variations correlated between areas or markets? Is an unexpected 
increase in an item’s sales in, say, the Pittsburgh area likely to coincide with 
an increase^ in Cleveland, or are variations unrelated from one market to 
another? Some causes of expected sales variations may affect a wide geogra¬ 
phic region (e.g., weather, rumors); others may be related entirely to local 
conditions (e.g., individual customers’ plans). 

The degree of cross-correlation in chance sales variations occurring in 
different markets has a significant influence on warehouse location decisions. 
For example, if the cross-correlation is low, so that chance variations in sales 
in one market tend to offset those in another, there is a potentially substantial 
economy in consolidating warehouses, in having fewer distribution points to 
serve the same total market. But if the cross-correlation is high, little would 
be saved to offset possibly greater transportation costs. 

How do sales variations compare among items? Are sales of high-volume 
items relatively more stable than sales of low-volume items? Generally (but 
not always), one finds evidence that the higher the sales volume of an item, 
the more stable will be sales, relatively speaking. Differences in the sales 
volatility of products influence' distribution system choices. The more change¬ 
able the sales of an item, other things being equal, the better the chances 
that centralized stocking in regional distribution centers or plants will be 

advantageous. 

4. Inventory functions should be examined and related to other company 
needs. 

Characteristically inventories are made up of : (a) stock in transit; (b) 
supplies arising from periodic shipment ; (c) reserves carried to protect service 
in the face of unusual demand (safety stock). In some businesses, inventories 
are also carried to accommodate seasonal sales patterns and to permit a 
smoothed load to be put on manufacturing. These inventory functions and 
methods for analyzing have already been discussed in HBR 2 and there is 
no need to outline them again here. Suffice it to say that one important 
job in a distribution study is to identify the functions actually served by 
inventories and to characterize the factors—e.g., transport times reorder- 

2 See John F. Magee, “Guides to Inventory Policy: Part I. Functions and Lot Size, 
January-February 1956, p. 49; “Part II. Problems of Uncertainty,” March-April 1956, 
p 103; “Part III. Anticipating Future Needs,” May-June 1956, p. 57; and Robert • 
Brown, op. cit. See also John F. Magee, Production Planning and Inventory Control 
(New York, McGraw-Hill Book Company, Inc., 1958) and Robert G. Brown, Statisti¬ 
cal Forecasting for Inventory Control (New York, McGraw-Hill Book Company, 

Inc., 1959). 
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ing principles used, and service requirements—that are responsible for exist¬ 
ing inventory levels and costs. 

5. The costs of warehouse storage and handling, traffic or freight, and 
clerical procedures should be determined. 

Many of these costs are difficult to obtain from normal company account¬ 
ing records or engineering studies; direct unit costs often just are not main¬ 
tained in these records. However, statistical analyses of operating cost re¬ 
cords can often serve quite adequately. 

Warehouse costs are as good an illustration as any of the approach I 
have in mind. Included here are : 

a. The costs of holding inventory— These are generally related to the 
average or maximum inventory level in a distribution center and include 
space rent (including maintenance and janitor services, heat, and so on) and 
inventory costs (taxes, obsolescence and spoilage, and especially the cost of 
capital tied up in inventory). In our experience, careful study of the storage 
bill typically yields costs of 20%-35% per year on the capital value of the 
inventory, depending on the financial resources and policies of the company. 

b. The costs of handling— These include the costs of physically moving 
material into and out of storage or through terminal marshalling areas. 

What is wanted here are cost factors which can be used to calculate the 
warehousing and handling costs under different system plans. These factors 
usually take the form of : 

A fixed charge per warehouse per year X number of warehouses (the 

fixed charge is generally $5,000-$ 10,000 per warehouse per year, depending 
on the character of space). 

Warehousing cost per year per unit in inventory X average inventory in 
the system. 


Handling cost per year per unit through the warehouse. 

These cost factors can be built up from an engineering study or derived 
from statistical analysis of existing cost data. They will, of course, differ for 
different types of facilities and operating methods. For example, a mechaniz¬ 
ed warehouse operation will of course have a quite different order of costs 
from a non-mechanized operation. 


• C ! er, f , < : 0St l aCtors for alternate operating systems can be derived in 
similar fashion. Transport costs must also be collected, usually in the form 

I 3 ' 65 C ?-r ted W ‘ th sh 'P ment volumes for alternate transport 
methods. Such possibilities as in-transit privileges, “marriage” of shipments, 
and forwarding schemes should be reviewed. V 

6.^ Management should analyze alternative distribution plans on paper. 

tralsLrfrn ?! a ! ternat ' v ^ " umbers of warehouses, changed locations, different 
Ineth^ I " e ! hods - and different response times should be tested, using the 
methods of inventory analysis and programing techniques. Existing manu- 

tiVelv—or CapaCltl6S a " d locations ma y be used as a starting point. Alterna- 
tively-or as a second step in the analysis-the effect of changes in manufac- 
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turing facilities, in capacities, or in the product assigned to individual plants 
can be tested. 

The first broad system studies are used to see where the biggest payoffs 
or traps may be. On paper, it is possible to make some arbitrary changes in 
lead times, warehouse locations, plant capacities, flexibility, and so on to 
see what the gross impact on distribution costs will be and thus whether 
detailed implementation studies are justified. It is important that the system 
study be based on current demand conditions, such as gross volume, pro¬ 
duct mix, and regional balance, as well as demand conditions projected 

roughly five to ten years ahead. 

The facilities analysis is a step-by-step process. As the studies proceed, 
they will indicate potentially useful modifications in the distribution system. 
For example, a high concentration of sales among a few customers may indi¬ 
cate the need for special distribution plans, or the degree of concentration 
among products and the statistical characteristics of demand will suggest 
the need for regional stocking, changed warehouse numbers or locations, or 
similar alternatives. Again, an inventory study may indicate payoff possibi¬ 
lities in reducing lead times, in modifying service standards, or in introdu¬ 
cing new, more flexible transport and handling methods. _ . 

Generally, as a result of broad analyses of facilities and operations, special 

studies will be indicated. Such studies as these may be in order : 

Detailed analysis of the information-processing methods and costs to (I 
take advantage of advancing technology to improve forecasting and cont 

and (b) cut replenishment lead times. . • _ 

Investigation of the costs of . employment variations 
changes. Additional inventory-or changes in production technology may 
be justified to minimize these costs. If so, however, the addons or diangj 

^ ^ . fficient mana a ement of* materials in distribution. 

CU Studv o?product 7eS or recouping, especially where the product line 
may have evolved without much thought having been given to logistics con- 

CG Analysis of special ordering procedures, stock locations, and transport 
methods for handling low-volume items. 

ORGANIZATION PLANS 

Distribution system management poses some puzzling organization 
problems to the typical, functionally organized firm. D'stnbution 

responsibility. It is an aspect of all of these functions. At the same 

the effectiveness of its managers will determine the condi 

mpn in the individual functions must work. 

Moa companies prefer no. to pu. all aspects of dis.ribu.ron management 
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—sales order processing and analysis, field stock control, warehouses, traffic, 
production control—under one organizational unit, but to divide respon¬ 
sibility among several interested units. Such a division leads, however, to 
difficulty principally because of failure to (a) recognize the need for speci¬ 
fic coordinated distribution systems planning, (b) specify planning and con¬ 
trol responsibilities, and (c) set up performance measures consistent with 
overall system efficiency and with assigned responsibilities. 

In revising an organization to meet current needs and in keeping it up 
to date, executives should try to have five questions uppermost in their 
minds : 

1. What are the necessary planning steps, policy decisions, and operating 
decisions to be made? 

2. Who is the right person to make each of the decisions? 

3. What information does he need, and how can he get it most expedi¬ 
tiously? 

4. Does each person know how to recognize an emergency calling for non¬ 
routine action? Does he know how to resolve it? 

5. What performance measures reflect what is expected of each person 
in terms of the operation of the whole system? 

CONCLUSION 

To sum up, a number of pressures have piled up on today’s distribution 
systems. As manufacturing efficiency has increased and product cost has 
come down, costs have grown. Physical distribution costs are a significant 
share of these. 

Business in many fields is becoming increasingly competitive, with compe¬ 
tition taking new forms, including availability of goods and reliability of deli¬ 
very. Product changes are forcing new pressures on the distribution system 
•—more items to carry, faster obsolescence, lower unit sales and inventory 
turnover. In particular, changes in merchandizing practices, such as the in¬ 
troduction of style as a merchandizing weapon, have significantly complicat¬ 
ed the distribution problem. Pressures for improvement in logistics also in¬ 
clude internal forces—for example, the need to stabilize production and 
insulate production levels from short-term fluctuations in sales. 

In the face of these trends, a number of revolutionary changes have taken 
place. Substantial improvements have come about in essentially all forms 
of transportation methods. Tremendous strides forward have been made in 
information-handling methods, including schemes for assimilating and pro¬ 
cessing data dealing with product demand and with the need for replenish¬ 
ment. Materials-handling methods, ranging from mechanized stock keeping 
to extensions of the pallet concept to eliminate item-by-item handling, have 
been gaining acceptance, Finally, and perhaps as important as improvement 
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in physical facilities and concepts, there has been progress in ways of look¬ 
ing at the logistics problem and at methods for analyzing distribution sys¬ 
tems. 

Long-Run Implications 

So far, we have seen far-sighted companies taking advantage of the changes 
I have described by redesigning their distribution systems to cut costs and 
increase the support given to sales programs. The next step is now beginn¬ 
ing to be felt—the insinuation of distribution concepts into certain aspects 
of long-term planning and capital budgeting, especially the analysis of faci¬ 
lity requirements, the location of distribution points, and the determination 
of financial requirements to support distribution. 

Of course, we must avoid the trap of thinking that all management prob¬ 
lems will be resolved in terms of efficient distribution. Nevertheless, the 
long-range impact of distribution-system thinking on production, on product 
design, and on manufacturing location may be substantial. Perhaps one of 
the most significant changes will be in concepts of organization, in the assign¬ 
ment of functions and responsibilities. Efficient physical distribution poses a 
challenge to business in integrating what is essentially a system approach with 
the functional approaches that hitherto have tended to govern business orga¬ 
nization planning. . ., 

In the long run, at least two possible directions are open for making a wide 

variety of products available in local markets. On the one hand, manufac¬ 
turers can move toward centralized manufacture, with the specialty or small- 
volume items being made in enough volume to permit reasonable manufactur¬ 
ing economy and then being moved rapidly, perhaps by air freight, to the local 
markets as needed. On the other hand, management can try to achieve diver¬ 
sity through superficial differences built into a few basic product lines. Low- 
cost mass transport methods, perhaps rail freight, can be used to move parts 
and components from centralized manufacturing points with heavy equipment 
into widespread local assembly or modification plants. At the local points, the 
final touches can be put on the product to meet customer demand. 

One thing seems sure: the choice of distribution system each company 
makes will have a significant impact on product design, plant investment, and 
organization. Industrial logistics and trends in logistics technology will receive 
increasing attention from business, along with markets, capital resources, and 
product development, in the formulation of corporate plans for the decade 

ahead. 


361 The Functions of Advertising 
in Our Culture 

Irving S. White 

What are advertising’s limits and potentialities? The author shows how three 
major variables in the communication process between the advertiser and the 
consumer—cultural attitudes, brand imagery, and direct experience with a 
product—are related to advertising effectiveness. 

The function of advertising in our culture may be characterized in two 
theoretical ways. 

First, there are those who state the theory within the framework of econo¬ 
mic laws, asserting that advertising affects knowledge about and demand for 
a product. 

This article attempts to develop a second orientation. It is that the func¬ 
tion of advertising is to help to organize and modify the basic perceptual pro - 
cesses of the consumer, so that he is guided toward seeing and feeling a pro¬ 
duct in a given predictable way. 

Advertising as a Perceptual Process 

With the recently formed partnership between the social scientist and the 
marketing professional, some foundation has been laid for a general reorienta¬ 
tion toward understanding this influence as a dynamic process between 
communicators and perceivers. David Ogilvy and other advertising practi¬ 
tioners have formally incorporated terms such as “brand image” as applied 
to various advertised products. Journalists such as Martin Mayer have come 
to see advertising as affecting the “values” of a product. 1 

Yet ‘images” and “values” have no meaning outside of the experience and 
outlook of the consumer as a personality and the consumer-market as a 
social group. Gardner and Levy, influenced by the social psychology of 
George Herbert Mead, have shown how consumers are swayed toward or 
against a product because of the way a brand image is perceived. 2 


M adiso " U.S.A. (New York: Harper and Brother, 1958). 

Gard r S,dney 1 Levy - ‘‘ The Product and the Brand,” Harvard 
Business Review , vol. 33-No. 2 (March-April, 1955), pp. 33-39. 


Source : From Journal of Marketing, 
American Marketing Association, vol. 24, 
Director, Creative Research Associates. 
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And Martineau’s Motivation in Advertising is a practical and lucid application 
of that proposition. 3 

It is a truism that the function of advertising is to inform and sell. But the 
more basic theoretical question is, how does advertising perform this func¬ 
tion? 

The Variables of Consumer Experience 

Most advertisers would agree that advertising should orient the consumer 
toward a consistent, and usually pleasurable, relationship with their products. 
Consistency implies a rather stable organization of meanings and values cen¬ 
tering around a product as an '‘object’' in one’s life. It is this consistency 
which gives what is often called “character” to a product or service. Cadillacs, 
for example, have traditionally meant specific mechanical, aesthetic, and 
social experiences to their adherents. Buying a Cadillac has often meant 
success and power to the purchaser, and the conviction that in several years 
from the time of purchase his car would still connote the same qualities. 
Pleasure merely means that the consumer derives gratifications out of this 
object-relationship that motivate him toward repeating and reinforcing the 
experience. 

To structure the experience of the potential consumer along lines of con¬ 
sistent and predictable satisfactions requires an understanding of the total 
source of meanings, the whole interaction between the consumer and the 
product. For any advertiser, there is a certain amount of realistic humility 
inherent in the knowledge that advertising is only one of the several sources 
of stimulation that a product contains for the individual in society. The in¬ 
fluences of culture and of private sensations modify and intermingle with 
the stimuli of advertising to achieve the final pattern of relationship between 
the seller’s product (or ideas and services) and the consumer. What percep¬ 
tions can advertising influence, and what can it not? 

Even to begin to answer this question means an investigation of the struc¬ 
ture of the product as an “object” in relationship with the individual. After 
interviewing hundreds of consumers, utilizing techniques of different levels 
of penetration, getting at “unconscious” and “conscious” attitudes and needs, 
three sources of meaning about a product have been isolated. 

The first source is the set of meanings stemming from the cultural defini¬ 
tion of the product. The second source of meaning comes from the consu¬ 
mer’s organized set of notions about the brand, that is, the brand image. The 
third source of meaning is from direct experience with the product. 

CULTURAL DEFINITION OF THE PRODUCT 

Social psychology and anthropology have dealt with the problem of objects 

3 Pierre Martineau, Motivation in Advertising (New York: McGraw-Hill Book 
Company, Inc., 1957). 
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in culture. That is, how do people come to understand and relate in a socially 
consistent manner to artifacts that are with them from time of birth? 

The concept of “object” implies more than just a unidirectional flow of 
activity from the manipulator to the manipulated. It also implies a set of 
stimulations and communications in the reverse direction that guide the 
actions of the user. This means a dynamic relationship between the artifact 
and the user, wherein the latter perceives and acts upon the former accord¬ 
ing to the organized meanings that the culture and its subcultures have for¬ 
mulated for it. 

The fact that few objects are naturally and intrinsically what they seem to 
be has been clearly indicated by such thinkers as George Herbert Mead, Jean 
Piaget, and Heinz Werner. A child growing up within a society begins by 
viewing an object in an idiosyncratic, self-centered way, and gradually rede¬ 
fines his relationship to it in terms of the broader, adult society. The accul- 
turated individual internalizes the way the general society view the artifact, 
and sees the product in a setting of needs and values that control his action 
and attitudes about it. For example, there is nothing intrinsic in a baseball 
bat to account for its relationship to its user; a member of a primitive society 
could easily mistake it for a weapon. 

It is perhaps more accurate to think of culture as involving a “climate of 

valuations” rather than being a thing apart from people. “Climate” implies 

the possibility for shift, and “valuations” suggest that the climate is made 

up of ideas, beliefs, feelings, and actions expressed by people. Yet the word 

“culture” as an abstraction also implies that the whole is greater than the 

sum of its parts, and that people learn from and conform to the patterns of 
people as a whole. 


Elvis Presley in his early exposure on television and in popular music was 
responded to by a host of individual teen-agers who reacted to him with their 
own private senses. As Presley grew as an ideal, teen-agers were no longer 
free to accept him or reject him simply as individuals. They had to cope 
with a new level of values—that of the teen-age society. 

Sometimes the important patterns of behavior and perception are learned 
from smaller reference groups, as adolescents, for example, respond to popu¬ 
lar records. Sometimes learning is funneled through the larger, common 
culture, as in the sipging of “The Star Spangled Banner.” Although adults 
live in the same culture, they do not see a popular hit in the same light as 
teen-agers. Nor do non-Americans respond to the national anthem in the 

same way as Americans. An object or an idea differentiates itself along lines 
of the implied membership behind it. 


' C “ lt f * pl ? Ces ! he P roduct in a social context and imbues it with meanings 
that set the broadest limitations on how it is experienced. A commercial pro- 

duct becomes culturally defined by the broad history of interaction with its 

market. In particular the definition is determined by the social, biological, 

and psychic needs the product fulfills for its user. Thus, when a product 
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achieves a niche in its cultural context, it is an object which denotes consis¬ 
tent {not unalterable) and predictable behavior within the social structure. 

The ballpoint pen, for example, is intrinsically nothing but a complex set 
of tactile and visual sensations. These sensations are selected and modified 
by its user, according to the cultural definition of a ballpoint pen, and pur- 
posively placed in a social setting. That is, the object becomes perceived by 
the consumer. The result is that the user experiences a handy, easy-to-use, 
and relatively inexpensive tool for communicating his thoughts. 


Advertising and Culture 

Cultural influence is obvious when one thinks of how a cigarette in the 
mouth of a woman may be perceived today as compared to how it was per¬ 
ceived thirty or forty years ago. The above-the-ankle skirt might have indicat¬ 
ed many qualities about its wearer during the last century that would be 
fallacious today. 

Advertising must take account of the current values and product-definitions 
of the society (or subsociety) in which it intends to operate. In other words, 
advertisers must be aware of the role of the object in the life of the consu¬ 
mer. Likewise, advertisers must understand the limits of these broader cul¬ 
tural definitions before trying to amplify the product into a brand image. 

For example, the social values implied by the concept “perfume'' are such 
that its users are necessarily considered feminine. Any attempt by advertising 
to contradict the strong mores inherent in such a cultural definition might 
backfire as a commercial enterprise. Advertisers of male cosmetics and other 
self-indulgent items have discovered that they must carefully conceal the 

femininity and narcissism involved in colognes. 

Culturally, then, the function of advertising is to understand,, to reflect, and 
' in most instances to accept the valuestructure of society before it can go about 
its creative task of helping to organize in a consistent, gratifying manner the 
numerous stimulations a product contains for the potential consumer. Adver¬ 
tising can help to select and reinforce certain values and needs inherent in 
the role of the product. It can operate within the limits of culture to create 


new expectations for the consumer. 

Occasionally an entire society may entertain negative or distorted notions 
about a product that may be a result of an unfortunate long-standing history 
between object and consumer. The potential for a limited, positive redefini¬ 
tion on a societal or subsocietal scale may exist in the case of such products. 

The reader may think of numerous examples of products and services, the 
mere mention of which sends a wave of disdain, fear, disgust, discomfort, and 
other negative reactions through him. Spinach, dentists, hypodermic needles, 
and long underwear are examples of “objects” with a positive function subor¬ 
dinated to the unfavorable experiences behind them. 

In these cases, advertising can embark on the Herculean task of pointing 
up new avenues of more pleasurable interaction between the product and 
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the consumer, and reformulate aspects of the cultural definitions of a product 
class. Of course, true reformulation lies in the response by the consumer 
society to the communicator's message. If the message is consistent with 
the society's experiences, an advertising success story may indeed occur in 
a social movement toward a product. In such instances, reformulation is based 
on a pleasure-pain principle that promises to take the consumer from an 
unsatisfying relationship to a gratifying one. 

For example, dental care in the mind of the average American is fraught 
with annoyance and discomfort, on the one hand, or with special precaution, 
compulsiveness, and concern on the other. Dental care and dentists are too 
often associated with a conception of teeth as a set of nuisances which nature 
ordained shall be in one’s mouth. The American Dental Association is trying 
to reorient the client toward conceiving of his teeth and their care in the 
positive light of self-grooming and social reward in much the manner of the 
cosmetic industries. 4 

And when the Tea Bureau suggested that tea is the “hefty, hale, and hearty" 
drink for the average man, it was attempting to counter the stereotyped notions 
of effeteness, femininity, and snobbishness culturally attributed to the drink. 

If the program of redefinition dramatically and effectively brings a product 
closer to.the experience of the consumer, a new cognitive orientation toward 
the product will take place. Success in changing a popular concept depends 
upon how intense and stable, how true to experience, is the cultural tradition 
concerning products, ideas, or services. 

Although advertising can help to reorganize some of the social interaction 
between a consumer and a product, it must be sensitive enough to these 
patterns to recognize their intensity and stability. An extremely exotic 
product, perhaps suitable for a small elite group, cannot be converted into 
a mundane, mass product merely by advertising. 

THE BRAND IMAGE AS A SOURCE OF MEANING 


The cultural definition of a product is too broad and generalized to allow 

a consumer to select a brand. It helps to create the initial set of expectations 

about the product which is then qualified by the second variable in product- 
consumer interaction, the brand image. 

The brand image, as a source of meaning, helps the consumer further to 
select and organize the stimulations of the product, display, and other com¬ 
munications directed to him. Mead’s social psychology suggests that an 
“image" guides one’s actions and attitudes toward the object. 5 


4 “A Motivational Study of Dental Care: A Pilot Investigation,” prepared for the 
American Dental Association by Social Research, Inc., in the Journal of the American 
Dental Association, serialized in vol. 56 (March, April, May, and June, 1958). 

George Herbert Mead, Mind, Self, and Society, edited by Charles W. Morris (Chicago, 
University of Chicago Press, 1934). 
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It has been further suggested that the meaning of any message is the 
“change which it produces in the (already existing) image” that an individual 
harbors about the object in question. 6 This means that the message value 
of a television commercial, for example, lies in the degree and direction 
of change in a brand image previously held by the viewer. (Reinforcement 
of an already existing image implies a change in degree.) 

Differences among brand images represent much more than literal product 
differences. A whole different set of notions and actions are inherent in the 
name “Lincoln” as compared with the name “Jaguar,” despite the fact that 
each make has at least one or two models that are functionally comparable. 
It is somewhat difficult to imagine the typical Lincoln owner sitting behind 
the wheel of the typical Jaguar. The difference in the two images is, there¬ 
fore, more intricate than the simple differences between the two lines of 
cars. 

Tests of consumer reactions to various products and their advertisements 
indicate that the brand image may undergo change more quickly than the 
basic cultural definition of the product. Perception of the brand image is 
more capable of being influenced than is the perception of the general class 
of the product. This is logical, as the image is formulated within the limits 
of a culture. 

The changes which took place in the brand images of certain filter 
cigarettes, for example, were fairly swift once the underlying cultural atti¬ 
tudes about filter cigarettes were modified by broader social influences 
affecting their definition, such as science, medicine, group hysteria. Marlboro 
could become a manly cigarette rather quickly once society relaxed its 

notions about who might smoke such a cigarette. 

The image of the brand appears to be a relatively stable organization of 
percepts about a product. Once established, a brand image lends the con¬ 
sistency and predictability in the consumer’s relationship with the product 
which allow him to select and experience those aspects of the product he 
values. Schweppes quinine water must indeed be a different experience to 
those who have responded to its image than is that of several other brands. 
The senses become attuned differently, and the social values inherent in the 
product-consumer interaction are different from brand to brand. 

Advertising and the Brand Image 

The major influence of advertising appears to be felt in the area of 
consumer perception of the brand. The brand image is the major organizing 
concept through which the consumer is guided toward perceiving unified 
patterns of stimulation. This imagery provides the emotional and sensual 
qualities which distinguish a brand from the general product-class and help 
the consumer discriminate from brand to brand. 

6 Kenneth E. Boulding, The Image (Ann Arbor: University of Michigan Press, 
1956), p. 7. 
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Jello is not just a gelatin dessert, nor are Jello and Royal simply two 
products united by their common class. For the purchaser of a brand, there 
is usually a feeling that one has purchased a product distinctly different from 
another brand. This is probably most obvious in the case of beer and 
cigarettes. 

This is the clue to what is often termed the “irrational’' motive of the 
consumer in purchasing products. Skeptics, classic economists, and behavior- 
ists in market reasearch might demonstrate by blindfold tests how suggestible 
the average consumer is. They point out that the average consumer cannot 
distinguish between a Camel or a Phillip Morris, or between Schlitz and 
Miller. 

What such a literal understanding of the product-consumer relationship 
fails to consider is that the value of a brand and its overall symbolic effects 
on the consumer cannot be teased apart by tests oriented toward seeing the 
product in its barest, utilitarian terms. 

Another way of saying this is that the consumer purchases the brand and 
its cluster of meanings as much as he purchases the literal product. What 
Vance Packard calls “hidden persuasion” is probably the reference-group 
and other symbolic values implied in most social communication. 7 

The function of advertising is to create strong sub-categories of values and 
needs within the social structure, and to associate these with the product. 
Consumers may then select those brands whose sets of implied experiences 
fit into the sub-group with which he identifies. 

The Chicago Tribune study on cigarettes and smokers clearly indicated 
that it is as reasonable to talk about the man who smokes Camels, for example, 
as having a “Camel personality” as it is to say that the brand itself has a 
personality. 8 It is reasonable because the two are correlates of each other. 
To the extent that the consumer perceives the brand image in this stable, 
predictable (and pleasurable) manner, the brand becomes a need-satisfying 
monopoly rather than a competitor with other brands. The power of the 
monopoly is dependent on the degree to which the brand is differentiated 
from other brands and is pleasurable at the same time. 

If this aspect of the function of advertising is recognized, much of the 
arrogant and sanctimonious tone in some advertising can be relieved and a 
positive program of distinctive image development put in its place. 

This relationship between the consumer and the brand must be under¬ 
stood by the advertiser in the earliest stages of planning if some measure of 
control and predictability in one’s message is to be realized. If it is believed 
that facial tissue “A” can appeal to an important part of the market not 
adequately tapped by facial tissue “B,” its advertisers must understand both 

7 Vance ^ckard, The Hidden Persuaders (New York, David McKay Company, Inc., 

- Cigarettes : Their Role and Function, A Study for the Chicago Tribune, prepared 
by Social Research, Inc., Chicago, 1953. 
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the expectancies of this market and how advertising might serve to fit in with, 
reinforce and organize these sets into a satisfying perceptual whole. 

DIRECT EXPERIENCE WITH THE PRODUCT 
AS A SOURCE OF MEANING 

The third perceptual area is that of direct experience, the use which classical 
theory states determines the utility of the product and ultimately its 
demand. By direct experience with a product, a consumer finally gets his 
“feedback” in terms of social gratifications and primary sensory experiences 
that the brand image and cultural definitions have set up for him. 

In a sense, the consumer is not fully open to his experiences and is not 
likely to perceive all the stimuli of a product. His own needs, in conjunction 
with the social conceptions reinforced by the imagery surrounding the product, 
emphasize certain aspects of direct experience and weed out others. 

In some research on the ballpoint pen, for example, consumers were asked 
to describe their writing experiences with three brands of pens. One of 
these pens is a brand which stresses efficiency and predictability. The second 
brand emphasizes a general quality of competence, including prestige and 
status. The third brand focuses on inexpensiveness and dispensability. 

Consumers described their experiences with the pens in terms of the 
generalized brand image, giving evidence of an awareness of how they were 
oriented toward the product. It is fairly evident that technical product 
improvements alone, unless they are highly dramatic or extreme, do not 
radically alter the consumer’s previous ideas about the product. Some out¬ 
side agent must serve to create a new expectation about the product that 
will allow the consumer to perceive the difference. 

Advertising and Direct Experience with the Product 

The function of advertising in this third area of consumer perception is to 
supply the terms in which the product is valued. In some ways advertising 
sets up a “self-fulfilling prophecy.” 9 Most researchers are aware that a con¬ 
sumer’s reaction to use is channeled in an important way by what he expects 
to experience. The terms in which the consumer responds to use are, m 
good part, supplied by advertising. The facets of experience beyond the scope 
of advertising are the concrete physiological sensations of the consumer. 

Nor can broad organizing concepts, such as a cultural definition or a brand 
image, account for the unpredicted idiosyncrasies of either the consumer 
or the product. However, by the time the consumer has selected and organized 
all the communications of the product, he will evaluate the use experience 
in a fairly patterned manner. 

• 9 Robert K. Merton, “The Self-Fulfilling Prophecy,” in Robert K. Merton, Social 
Theory and Social Structure (Glencoe, The Free Press, 1949), 
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Too often, the advertiser is so close to competitive aspects of his product 
that he has personally defined it in a manner that is not of optimum value to 
the consumer. Competition often causes advertisers to “hop on the current 
bandwagon” of advertising claims and to shout loudly about values that have 
little positive meaning to the consumer. In the automobile industry, a com¬ 
plex language of power dynamics has been foisted upon the consumer. Is this 
the optimum language of use available for him? In filter cigarettes, the langu¬ 
age of use among certain competitive brands has been the number of filter- 
traps contained in the cigarette. Is the filter-cigarette smoker aided in getting 
gratification out of a cigarette by a terminology that concentrates upon the 
negatives of smoking? 

The advertiser might improve his relationship with the consumer if he 
realised that his characterization of the consumer’s use-experience helps the 
latter selectively perceive out of the product’s numerous stimulations. Direct 
experience with a product is patterned by the communicable language of the 
product which has been created or reinforced by advertising. 


37 / What We Know about the Effects 
of Mass Communication : 

* % 

the Brink of Hope 

Joseph T. Klapper 

According to the author of this article the “brink of hope” for research in mass 
communications lies in a new approach to its study. This article contains a 
description of the desired orientation, the resulting generalizations, and the find¬ 
ings which may yield a body of organized knowledge significant for decision 
making regarding advertising and related activities. 

Twenty years ago writers who undertook to discuss mass communication 
typically felt obliged to define that unfamiliar term. In the intervening years 
conjecture and research upon the topic, particularly in reference to the 
effects of mass communication, have burgeoned. The literature has reached 
that stage of profusion and disarray, characteristic of all burgeoning dis¬ 
ciplines, at which researchers and research administrators speak wistfully 
of establishing centers where the cascading data might be sifted and stored. 
The field has grown to the point at which its practitioners are periodically 
asked by other researchers to attempt to assess the cascade, to determine 
whither we are tumbling, to attempt to assess, in short, “what we know 
about the effects of mass communication.” The present paper is one attempt 
to partially answer that question. 

The author is well aware that the possibility of bringing any order to 
this field is regarded in some quarters with increasing pessimism. The paper 
will acknowledge and document this pessimism, but it will neither condone 
nor share it. It will rather propose that we have come at last to the brink 
of hope. 

THE BASES OF PESSIMISM 

The pessimism is, of course, widespread and it exists both among the 
interested lay public and within the research fraternity. 

Some degree of pessimism, or even cynicism, is surely to be expected from 
the lay public, whose questions we have failed to answer. Teachers, preach¬ 
ers, parents, and legislators have asked us a thousand times over these past 

Source : From The Public Opinion Quarterly, vol. 24, Winter, 1958, pp. 453-466 
and 469-476. loseph T. Klapper : Research Associate, Bureau of Applied Social 
Research, Columbia University. 
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fifteen years whether violence in the media produces delinquency, whether 
the media raise or lower public taste, and just what the media can do to 
the political persuasions of their audiences, To these questions we have not 
only failed to provide definitive answers, but we have done something 
worse: we have provided evidence in partial support of every hue of every 
view. We have on the one hand demonstrated that people’s existing tastes 
govern the way they use media, 1 and on the other hand reported instances in 
which changed media usage was associated with apparently altered tastes. 2 
We have hedged on the crime and violence question, typically saying, “Well, 
probably there is no causative relationship, but there just might be a trigger¬ 
ing effect.” 3 In reference to persuasion, we have maintained that the media 
are after all not so terribly powerful, 4 and yet we have reported their im¬ 
pressive successess in such varied causes as promoting religious intolerance, 5 
the sale of war bonds, 6 belief in the American Way, 7 and disenchantment 
with boy scout activities. 8 It is surely no wonder that a bewildered public 
should regard with cynicism a research tradition which supplies, instead of 
definitive answers, a plethora of relevant but inconclusive, and at times 
seemingly contradictory, findings. 

Considerable pessimism, of a different hue, is also to be expected within 
the research fraternity itself. Such anomalous findings as have been cited 
above seemed to us at first to betoken merely the need of more penetrating 
and rigid research. We shaped insights into hypotheses and eagerly set up 
research designs in quest of the additional variables which we were sure 
would bring order out of chaos, and enable us to describe the process of 
effect with sufficient precision to diagnose and predict. But the variables 
emerged in such a cataract that we almost drowned. The relatively placid 
waters of “who says what to whom” were early seen to be muddied 
by audience predispositions, “self-selection,” and selective perception. More 
recent studies, both in the laboratory and the social world, have document¬ 
ed the influence of a host of other variables, including various aspects of 

1 E.g., Lazarsfeld (1940), pp. 21-47; Wiebe (1952), pp. 185 ff. 

\ E.g.» Lazarsfeld (1940), pp. 126 ff.; Suchman (1941). Both Lazarsfeld and Suchman 

point out that although media may seem to be causative agents, further research reveals 

that their influence was energized by other factors. The point is discussed at length 
below. 

3 This is the typical, if perhaps inevitable conclusion, of surveys of pertinent litera¬ 
ture and comment. See, for example, Bogart (1956), pp. 258-274. 

4 E '8- Lazarsfeld and Merton (1949); Klapper (1948). The point is elaborately demon- 
strated in regard to political conversion in Lazarsfeld, Berelson, and Gaudet (1948) 
and in Berelson, Lazarsfeld, and McPhee (1954). 

5 Klapper (1949), pp. 11-25; IV-47, IV-52. 

6 Merton (1946). 

! The e * cac /’ as wel ‘ a .s the limitations, of media in this regard, are perhaps most 

exhaustively documented in the various unclassified evaluation reports of the United 
States Information Agency. 

8 Kelley and Volkhart (1952). 
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contextual organization; 9 the audiences’ image of the source; 10 the simple 
passage of time; 11 the group orientation of the audience member and the 
degree to which he values group membership; 12 the activity of opinion lead¬ 
ers; 13 the social aspects of the situation during and after exposure to the 
media, 14 and the degree to which the audience member is forced to play a 
role; 10 the personality pattern of the audience member, 16 his social class, and 
level of his frustration; 17 the nature of the media in a free enterprise 
system, 18 and the availability of “social mechanism[s] for implementing action 
drives.” 19 The list, if not endless, is at least overwhelming, and it continues 
to grow. Almost every aspect of the life of the audience member and the 
culture in which the communication occurs seems susceptible of relation to 
the process of communicational effect. As early as 1948, Berelson, cogitating 
on what was then known, came to the accurate if perhaps moody conclu¬ 
sion that “some kinds of communication on some kinds of issues, brought to 
the attention of some kinds of people under some kinds of conditions have 
some kinds of effects .” 20 It is surely no wonder that today, after eight more 
years at the inexhaustible fount of variables, some researchers should feel 
that the formulation of any systematic description of what effects are how 
effected, and the predictive application of such principles, is a goal which 
becomes the more distant as it is the more vigorously pursued. 

This paper, however, takes no such pessimistic view. It rather proposes 
that we already know a good deal more about communications than we 


9 The effect of such variables as the number of topics mentioned, the order of topics, 
camera angles, detail of explanation, explicitness vs. implicitness, one side vs. both 
sides, and a host of other contextual variables has been exhaustively studied in virtually 
thousands of experiments conducted under the auspices of the U.S. Navy, the U.S. 
Army, and Pennsylvania State University, as well as by individual investigators. Sum¬ 
maries of several such studies will be found, passim, in Hovland, Lumsdaine, and 

Sheffield (1949) and Hovland, Janis, and Kelley (1953). 

10 E.g., Merton (1946), pp. 61 ff.; Freeman, Weeks and Wertheimer (1955); Hovland, 
Janis, and Kelley (1953), ch. 2, which summarizes a series of studies by Hovland, 
Weiss, and Kelman. 

11 Hovland, Lumsdaine, and Sheffield (1949), in re “sleeper effects” and “temporal 
effects.” 

12 E.g., Kelley and Volkhart (1952); Riley and Riley (1951); Ford (1954); Katz and 
Lazarsfeld (1955) review a vast literature on the subject (pp. 15-133). 

13 Katz (1957) provides an exhaustive review of the topic. 

14 E.g., Friedson (1953). For an early insight, see Cooper and Jahoda (1947). 

15 Janis and King (1954), King and Janis (1953), and Kelman (1953), all of which are 
summarized and evaluated in Hovland, Janis, and Kelley (1953); also Michael and 
Maccoby (1953). 

16 E.g., Janis (1954); also Hovland, Janis, and Kelley (1953), ch. 6. 

17 E.g., Maccoby (1954). 

is E.g., Klapper (1948); Klapper (1949), pp. IV-20-27; Wiebe (1952). 

19 Wiebe (1951-2). 

20 Berelson (1948), p. 172. 
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thought we did, and that we are on the verge of being able to proceed toward 
even more abundant and more fruitful knowledge. 

THE BASES OF HOPE 

This optimism is based on two phenomena. The first of these is a new 
orientation toward the study of communication effects which has recently 
become conspicuous in the literature. And the second phenomenon is the 
emergence, from this new approach, of a few generalizations. It is proposed 
that these generalizations can be tied together, and tentatively developed a 
little further, and that when this is done the resulting set of generalizations can 
be extermely helpful. More specifically, they seem capable of organizing and 
relating a good deal of existing knowledge about the processes of communica¬ 
tion effect, the factors involved in the process, and the direction which effect 
typically take. They thus provide some hope that the vast and ill-ordered array 
of communications research findings may be eventually molded, by these of 
other generalizations, into a body of organized knowledge. 

This paper undertakes to cite the new orientation, to state what seem to be 
the emerging generalizations, and to at least suggest the extent of findings 
which they seem capable of ordering. In all of this, the author submits rather 
than asserts. He hopes to be extremely suggestive, but he cannot yet be conclu¬ 
sive. And if the paper bespeaks optimism, it also bespeaks the tentativeness of 
exploratory rather than exhaustive thought. Explicit note will in fact be taken 
of wide areas to which the generalizations do not seem to apply, and warnings 

will be sounded against the pitfalls of regarding them as all-inclusive or axio¬ 
matic. 

The Phenomenistic Approach. The new orientation, which has of course been 
hitherto and variously formulated, can perhaps be described, in a confessedly 
oversimplified way, as a shift away from the concept of “hypodermic effect” 21 
toward an approach which might be called “situational,” “phenomenistic,” or 
‘ functional.” It is a shift away from the tendency to regard mass communica¬ 
tion as a necessary and sufficient cause of audience effects, toward a view of 
the media as influences, working amid other influences, in a total situation. 
The old quest of specific effects stemming directly from the communication has 
given way to the observation of existing conditions or changes—followed by an 
inquiry into the factors, including mass communication, which produced those 
conditions and changes, and the roles which these factors played relative to 
each other. In short, attempts to assess a stimulus which was presumed to work 

alone have given way to an assessment of the role of that stimulus in a total 
observed phenomenon. 

Examples of the new approach are fairly numerous, although they still re¬ 
present only a small proportion of current research. The so-called Elmira 22 

21 Berelson, Lazarsfeld, and McPhee (1954), p. 234 

23 Ibid . 
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and Decatur 23 studies, for example, set out to determine the critical factors 
in various types of observed decisions, rather than focusing exclusively on 
whether media did or did not have effects. McPhee, in theoretical vein, pro¬ 
poses that we stop seeking direct media effects on taste and inquire instead 
into what produces taste and how media affect that. 24 The Rileys and Mac-' 
coby focus on the varying functions which media serve for different sorts of 
children, rather than inquiring whether media do or do not affect them. 25 
Some of the more laboratory-oriented researchers, in particular the Hovland 
school, have been conducting ingeniously designed controlled experiments 
in which the communicational stimulus is a constant, and various extra-com- 
municational factors are the variables. 26 

This new approach, which views mass media as one among a series of 
factors, working in patterned ways their wonders to perform, seems to the 
author to have made possible a series of generalizations which will now be 
advanced. They are submitted very gingerly. They seem to the author at 
once extremely generic and quite immature; they seem on the one hand to 
involve little that has not been said, and on the other hand to be frightfully 
daring. They do seem, however, to be capable of relating a good deal of 
data about the processes, factors, and directions of communication effects, 
and of doing this in such a way that findings hitherto thought anomalous 
or contradictory begin to look like orderly variations on a few basic 
themes. 

Emerging Generalizations. The entire set of generalizations will first be 
presented in their bare bones, and without intervening comment. The re¬ 
mainder of this paper will be devoted to Justifying their existence and indi¬ 
cating the range of data which they seem able to organize. Without further 
ado, then, it is proposed that we are as of now justified in making the 
following tentative generalizations : 

1. Mass communication ordinarily does not serve as a necessary and 
sufficient cause of audience effects, but rather functions among and through 

a plexus of mediating factors and influences. 

2. These mediating factors are such that they typically render mass com¬ 
munication a contributory agent, but not the sole cause, in a process of rein¬ 
forcing the existing conditions. (Regardless of the condition in question— 
be it the level of public taste, the tendency of audience members toward or 
away from delinquent behavior, or their vote intention—and regardless of 
whether the effect in question be social or individual, the media are more 
likely to reinforce than to change.) 

23 Katz and Lazarsfeld (1955). 

24 McPhee (1953). . % 

25 Riley and Riley (1951), and Maccoby (1954). 

26 E.g., the experimental program described in Hovland, Janis, and Kelley (1953), 
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3. On such occasions as mass communication does function in the service 
of change, one of two conditions is likely to obtain. Either : 

a. the mediating factors will be found to be inoperative, and the effect 
of the media direct; or 

b. the mediating factors, which normally favor reinforcement, will be 
found to be themselves impelling toward change. 

4. There are certain residual situations in which mass communication 
seems to wreak direct effects, or to directly and of itself serve certain psy¬ 
chophysical functions. 

5. The efficacy of mass communication, either as contributory agents 
or as agents of direct effect, is affected by various aspects of the media 
themselves or of the communication situation (including, for example, as¬ 
pects of contextual organization, the availability of channels for overt action, 
etc.). 

Therewith the generalizations, and herewith the application. The schemata 
will be applied first to the field of persuasive communication, and then, much 
more briefly, to the data dealing with the effects of mass communication on 
the levels of audience taste. The hope, in each case, is to show that the data 
support the generalizations, and that the generalizations in turn organize 
the data and suggest new avenues of logically relevant research. 

THE GENERALIZATIONS APPLIED : 

PERSUATION 

Persuasive communication here refers to those communications which are 
intended to evoke what Katz and Lazarsfeld have called “campaign” effects, 27 
i.e. to produce such short-term opinion and attitude effects as are typically 
the goals of campaigns—political, civic, or institutional. Long-range pheno¬ 
mena, such as the building of religious values, are not here a focus of atten¬ 
tion, nor are the marketing goals of most advertising. 

Reinforcement. It is by now axiomatic that persuasive communication of 
the sort we are discussing is far more often associated with attitude rein¬ 
forcement than with conversion. The new classic People's Choice found rein¬ 
forcement, or constancy of opinion, approximately ten times as common as 
conversion among Erie Country respondents exposed to the presidential 
campaign of 1940, 28 and a nine to one ratio was found in the more elaborate 
study of Elmira voters in 1948. 29 Various other studies have attested that, 
m general, when the media offer fair in support of both sides of given issues, 

t e ominant effect is stasis, or reinforcement, and the least common effect 
is conversion. 

”Katz and Lazarsfeld (1955), pp. 17 ff. 

Lazarsfeld, Berelson, and Gaudet (1948). 

Berelson, Lazarsfeld, and McPhee ( 1954 ). 
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But we are not here proposing merely that the media are more likely to 
reinforce than to convert. We are also proposing, as some others have pro¬ 
posed before us, 30 and as we have stated in generalization number 1, that 
the media typically do not wreak direct effects upon their audiences, but 
rather function among and through other factors or forces. And we are go¬ 
ing slightly farther by proposing, in generalization number 2, that it is these 
very intervening variables themselves which tend to make mass communi¬ 
cation a contributing agent of reinforcement as opposed to change. We shall 
here note only a few such variables, deliberately selecting both from among 
the long familiar and the newly identified, in order to suggest the extent of 
findings for which this generalization seems able to account, and which, 

seen in this light, become logically related manifestations of the same gene¬ 
ral phenomenon. 

Audience predispositions , for example, have been recognized since the 
very beginnings of communications research as a controlling influence upon 
the effect of persuasive mass communication. A plethora of studies, some 
conducted in the laboratory and some in the social world, have demonstrat¬ 
ed that such predispositions and their progeny—selective exposure, 31 selec¬ 
tive retention, and selective perception—intervene between the supply of 
available mass communication stimuli and the minds of the audience mem¬ 
bers. 32 They wrap the audience member in a kind of protective net, which so 
sifts or deflects or remoulds the stimuli as to make reinforcement a far more 
likely effect than conversion. 

Let us turn from these very old friends to newer acquaintances. Commu¬ 


nications research has recently “rediscovered” the group. Katz and Lazars- 
feld, drawing on the literature of small group research, have proposed , with 
considerable supporting evidence, that primary-type groups to which the 
audience member belongs may themselves function as reinforcing agents 


and may influence 


mass communication to do likewise. 33 People tend, for 


example, to belong to groups whose characteristic opinions are congenial 


so for explicit statements, see McPhee (1953) and Meyersohn (1957). Similar orienta¬ 
tions are implicit in Katz (1957), in all studies cited in footnotes 22-26 above, and in 
various other works. 

31 “Selective exposure’’ seems to the author a somewhat more realistic term than 
the classic “self-selection.” It is in a sense true that a given program “selects its 
audience before it affects it” (Lazarsfeld, 1940, p. 134), i.e., that it acts like a sieve 
in screening its particular audience from among the vast potential audience of all 
media offerings. But the sieve works, after all, only because the people, rather than 
the program are, consciously or unconsciously, selective. 

32 No attempt can be made to cite here the hundreds of studies which demonstrate 
one or more of these processes. Summaries of a considerable number which appeared 
during or before the late 194()’s will be found in Klapper (1949), pp. Intro 11-12, 
1-15-26, and IV-27-33. For a particularly intriguing demonstration of selective ex¬ 
posure, see Geiger (1950), and for an extraordinarily elaborate demonstration of selec¬ 
tive perception, see Wilner (1951). 

33 Katz and Lazarsfeld (1955), pp. 15-133, 
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with their own; the opinions themselves seem to be intensified, or at least 
made more manifest, by intra-group interaction; and the benefits, both psy¬ 
chological and social, of continued membership in good standing act as a 
deterrent against opinion change. Group-anchored norms thus serve, on a 
conscious or unconscious level, to mediate the effects of communications. 
The proposition has been empirically demonstrated by Kelley and Volkhart, 34 
who found that, in general, persuasive communications were more likely to 
be rejected if they were not in accord with the norms of groups to which 
the audience member belonged; there were indications, furthermore, that 
the tendency was intensified in regard to issues more salient to the group, 
and among persons who particularly valued their membership. Groups are 
further likely to supplement the reinforcing effect by providing areas for 
oral dissemination. Various studies have shown that communications spread 
most widely among persons of homogeneous opinion, and especially among 
those who agree with the communication to begin with. 35 The rediscovered 
group,” in short, intervenes between the media stimuli and the people who 
are affected, and it does so, other conditions being equal, in favor of rein¬ 
forcement. 

Consider another phenomenon which is now in the limelight of communi¬ 
cation research : opinion leadership, or, as it is sometimes called, “the two- 
step flow of communication.” 36 The operation of such leadership is by defi¬ 
nition interventive. And opinion leaders, it turns out, are usually supernor- 
mative members of the same groups to which their followers belong i.e., 
persons especially familiar with and loyal to group standards and values. 37 
Their influence therefore appears more likely to be exercised in the service 
of continuity than of change, and it seems therefore a reasonable conjecture 
—although it has not, to the author’s knowledge, been specifically documen¬ 
ted—that their role in the process of communication effect is more likely 
to encourage reinforcement than conversion. 

All the intervening phenomena which have thus far been cited pertain, 
in one way or another, to the audience members—to the element of whom 
in the old Laswell formula. But the range of mediating influences is not so 
restricted. The nature of mass communication in a free enterprise society, 
for example, falls under this same rubric. It is surely not necessary to here 
rehearse in detail the old adage of how the need for holding a massive audi¬ 
ence leads the media, particularly in their entertainment fare, to hew to the 
accepted, and thus to tend to resanctify the sanctified. 38 But it should here 
be noted that this is to say that the demands of the socio-economic system 

34 Kelley and Volkhart (1952), and Kelley (1955), both of which are summarized in 
Hovland, Janis, and Kelley (1953), Ch. 5. 

35 E.g., Katz and Lazarsfeld (1955), pp. 82-115; also Katz (1957). 

36 Katz and Lazarsfeld (1955), pp. 309-320, and Katz (1957). 

37 Katz and Lazarsfeld (1955), pp. 82-115, and 219-334 passim, especially pp. 321 ff.; 
also Katz (1957). 

38 E.g., Klapper (1948); Klapper (1949), pp. IV-20-27; Wiebe (1952). 
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mediate the possible effects of mass communication in the direction of social 
reinforcement. 

Such phenomena as these lend some credence to the proposition that the 
media typically work among and through other forces, and that these inter¬ 
vening forces tend to make the media contributing agents of reinforcement. 
And the generalization, to which these factors lend credence, in turn serves to 
organize and relate the factors. Diverse though they may be, they are seen 
to play essentially similar roles. One is tempted to wonder if they do not con¬ 
stitute a definable class of forces—whether, if the process of communicational 
effect were reduced to symbolic formulation, they might not be severally 
represented as, say, Q„ Q,, and so forth to Q n .The author does not propose 
anything so drastic. He merely notes that the generalization suggests it. It 
suggests, simultaneously, relevant topics for further research. Do opinion 
leaders actually function, as the generalization suggests, to render mass com¬ 
munication a more likely agent of reinforcement than of change? And what 
of all those Q’s between Q 3 or Q 8 and On ? What other phenomena function 
in a similar manner and toward the same end? 

We may note also that this generalization, simple though it is, not only 
accounts for such factors as provide its life blood. It provides as well a sort 
of covering shed for various bits and pieces of knowledge which have hitherto 
stood in discrete isolation. 

Consider, for example, the phenomenon of “monopoly propaganda” —i.e., 
propaganda which is vigorously and widely pursued and nowhere opposed. 
Monopoly propaganda has been long recognized as widely effective, and 
monopoly position has been cited as a condition which virtually guarantees 
persuasive success. 39 But monopoly propaganda can exist only in favor of 
views which already enjoy such wide sanction that no opposition of any signi¬ 
ficance exists. Viewed in the light of the generalization, monopoly position 
is seen not as an isolated condition of propaganda success, but as a specific 
combination of known factors. It is a name for the situation in which both 
the media and virtually all the factors which intervene between the media 
and the audience, or which operate co-existently with the media, approach a 
homogeneity of directional influence. Monopoly position is, as it were, a parti¬ 
cular setting of the machine, and its outcome is logically predictable. 

Change, with Mediators Inoperative. Generalization number 3 recognizes 
that although the media typically function as contributory agents of reinforce¬ 
ment, they also function as agents of attitude change. In reference to this 
simple point, there is surely no need for lengthy documentation: the same 
studies that find reinforcement the predominant effect of campaigns typically 
reveal as well some small incidence of conversion, and a plethora of controlled 
experiments attest that media, or laboratory approximations of media, can 
and often do shift attitudes in the direction intended by the communicator. 

39 E.g., Lazarsfeld and Merton (1949); Klapper (1948) and Klapper (1949), pp. IV-2G- 
27. 
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But the generalization further proposes—and in this it is more daring than 
its predecessors—that such attitude changes occur when either of two condi¬ 
tions obtain: when the forces which normally make for stasis or reinforcement 
are inoperative, or when these very same forces themselves make for change. 

Let us consider first the proposition that change is likely to occur if the 
forces for stasis are inoperative. A set of experiments which has already been 
mentioned above is extremely indicative in reference to this proposition. 
Kelley and Volkhart, it will be recalled, found that, in general, communica¬ 
tions opposed to group norms were likely to be rejected if the issue was 
particularly salient to the group, and that they were more likely to be 
rejected by persons who particularly valued their group membership. But 
there is another side to the Kelley-Volkhart coin, viz., the findings that the 
communication opposed to group norms was more likely to be accepted 
when the issue was not particularly salient to the group, and that it was 
more likely to be accepted by persons who did not particularly value their 
membership in the group. 10 Put another way, changes were more likely to 
occur in those situations in which the mediating effect of the group was 
reduced. 

A whole slew of other findings and bits of knowledge, both old and new, 
and previously existing as more or less discrete axioms, seem susceptible of 
being viewed as essentially similar manifestations of this same set of condi¬ 
tions. It has long been known, for example, that although the media are 
relatively ineffectual in conversion, they are quite effective in forming opinions 
and attitudes in regard to new Issues, particularly as these issues are the 
more unrelated to “existing attitude clusters.’’ 41 But it is precisely in reference 
to such issues that predispositions, selective exposure, and selective perception 
are least likely to exist, that group norms are least likely to pertain, that 
opinion leaders are least ready to lead—that the mediating forces of stasis, 
in short, are least likely to mediate. The intervening forces, in short, are ' 
likely to be inoperative, and the media are more likely to directly influence 
their audience. 

Much the same explanation can be offered for the observed ability of 
the media to influence their audience on peripheral issues 42 while simul¬ 
taneously failing in the major mission of the moment, and the same situation 
probably obtains in regard to media’s ability to communicate facts or even 
change opinions on objective matters without producing the attitude changes 
that such facts and opinions are intended to engender. 43 It may well be that 
the facts and opinions are not related to the desired attitude change suffi- 

40 Kelley and Volkhart (1952) and Kelley (1955), both of which are summarized in 
Hovland, Janis, and Kelley (1953), Ch. 5. As noted above, the findings are highly 
indicative, but not absolutely clear cut. 

41 Berelson (1948), p. 176. 

“E.g., McPhee (1953), pp. 12-13; also Hovland (1954). 

43 Hovland, Lumsdaine, and Sheffield (1949), pp. 42 ff. and elsewhere, passim; sum- 
tnarized in Klapper (1949), pp. IV-9-17. 
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ciently strongly to call the protective mediating forces into play: the 
communication content is probably not recognized as necessarily relevant 
to the attitude, as not salient, and mediation does not occur. This inter¬ 
pretation, by the way, could very easily be tested. 4 * 

The inverse correlation between the capability of the media to wreak 

attitude change and the degree to which the attitude in question is ego- 

involved may well be another case in point. 45 But this paper cannot analyze 

and rehearse, nor has the author wholly explored, the entire range of 

phenomena which might be explained on the basis of the forces for stasis 

being inoperative. If the generalization is at all valid, it will gather such 

phenomena unto itself. Let it be the role of this paper to present it, to 
germinate as it will. 

Changes through Mediators. Let us turn now to the second part of the 
proposition about the conditions under which media may serve as agents of 
opinion change. It has been suggested that such an effect is likely when 
either of two conditions obtain: when the forces for stasis are inoperative— 
as in the cases which have just been discussed—and, secondly, when the 
intervening forces themselves favor change. 

Let us look again, for example, at the influence of group membership and 
of group norms. These typically mediate the influences of mass communica¬ 
tion in favor of reinforcement, but under certain conditions they may abet 
communicational influences for change. 

In an ingeniously designed experiment by McKeachie, 46 for example, 
communications regarding attitudes toward Negroes, and the discussion 
which these communications engendered, made some group members aware 
that they had misperceived the pertinent group norms. The great majority 
of which individuals showed opinion changes in the direction of the norm, 
which was also the direction intended by the communication. The newly 
perceived norms impelled the audience toward the communicationally recom¬ 
mended change. 

44 A rather simple controlled experiment might be set up, for example, in which two 
groups were exposed to communications, one of which merely presented the objective 
facts, and the other of which explicitly pointed out the implications for attitude change 
of accepting the objective facts. In line with the interpretation presented above, we 
would hypothesize that in the latter communication the objective facts themselves 
would be more likely to be rejected. Such an experiment would differ from the 
numerous studies of the relative efficacy of “implicit” vs. “explicit” conclusions, which 
have to date been primarily concerned with whether the conclusions, rather than the 
facts themselves, were more or less -likely to be accepted. 

45 For what, after all, is an “ego-involved attitude,” other than an attitude which is 
particularly salient to the person who holds it, and thus particularly well protected 
by predispositions, selective perception and the like? For an amusing statement of a 
similar view; see “fohn Crosby’s Law,” as quoted in Bogart (1956), p. 215. Suggestively 
relevant studies are numerous and include, e.g., Cooper and fahoda (1947); Cooper and 
Dinerman (1951); Wilner (1951); Cannel and MacDonald (1956); and various others. 

46 McKeachie (1954). 
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A switch in group loyalties or in reference groups may likewise predispose 
an individual toward consonant opinion changes suggested by mass communi¬ 
cation . 47 Studies of satellite defectors, for example, suggest that persons who 
have lived for years as respected members of Communist society, and then fall 
from grace, develop a new susceptibility to Western propaganda. As their lot 
deteriorates, they turn their eyes and minds to the West, and their radio dials 
to VOA and RFE. By the time they defect they have developed a set of 
extremely anti-Communist and pro-Western attitudes, quite out of keeping 
with their previous lives, but in accord with what they regard as normative to 
their new refugee primary group . 48 

Groups norms, or predispositions otherwise engendered, may furthermore 
become dysfunctional; in learning theory terminology, the response they dic¬ 
tate may cease to be rewarding, or may even lead to punishment. In such situa¬ 
tions the individual is impelled to find a new response which does provide 
reward, and communications recommending such a changed response are more 
likely to be accepted. Some such phenomenon seems to have occurred, for 
example, in the case of Nazi and North Korean soldiers who remained immune 
to American propaganda appeals while their military primary group survived, 
but became susceptible when the group disintegrated and adherence to its nor¬ 
mative attitudes and conduct ceased to have survival value . 49 The accustomed 
group norms in such instances had not merely become inoperative; they had 
become positively dysfunctional and had sensitized and predisposed their 
adherents to changes suggested by the media. 

Personality pattern appears to be another variable which may mediate the 

influence of communications, and particular syndromes seem to abet change. 

Janis, for example, found in a laboratory study that those of his subjects “who 

manifested social inadequacy, inhibition of aggression, and depressive 

tendencies, showed the greatest opinion change” in response to persuasive 

communication. They appeared, as Hovland puts it, to be “predisposed to 
be highly influenced .” 50 

In sum, it appears that the generalization is supported by empirical data_ 

mass communication, 

and which typically promote reinforcement, may also work for change. And 
again, the generalization, in turn, accounts for and orders the data on which 
it is based. Group membership, dysfunctional norms, and particular personality 
patterns can be viewed as filling similar roles in the process of communica- 
tionally stimulated opinion change. Other similarly operative variables will 


47 E.g., Katz and Lazarsfeld 0955), pp. 66-81. 

48 The phenomenon has not been explicitly detailed, 

performed for the United States Information Agency, 
(19 56 )# 


but is implicit in various studies 
and in Kracauer and Berkman 


48 F.g., Shils and lanowitz 0 948); also Schramm (1954), pp 17-18 

“"” d to ”*** ,m “- -* »»»«. 
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doubtless be identified by a continued phenomenistic approach, i.e., by the 
analysis of accomplished opinion changes. 

The generalization furthermore serves, as did the others, to relate and 
explain various discrete findings and isolated bits of knowledge. It would 
appear to cover, for example, such hitherto unrelated phenomena as the 
susceptibility to persuasive appeals of persons whose primary group 
memberships place them under cross-pressures, and the effects of what 
Hovland has called “role playing .” 51 

The first case— the susceptibility to persuasive communications of persons 
whose primary group membership places them under cross-pressure 91 —is 
fairly obvious. In terms of the generalization, such people can be said to be 
at the mercy of mediating factors which admit and assist communicational 
stimuli favoring both sides of the same issue. We may also observe that any 
attitude shift which such a person may make toward one side of the issue 
does not necessarily entail any reduction of the forceful mediation toward 
the other direction. On the basis of the generalization, we would therefore 
predict not only change, but inconstancy, which has in fact been found to 
be the case . 523 

The effects of role playing seem another, if less obvious, example of opinion 
change occurring as a result of a mediating, or, in this case, a superimposed 
factor which in turn rendered a communication effective. Hovland reported 
that if persons opposed to a communication are forced to defend it, i.e., to 
act in a public situation as though they had accepted the recommended 
opinion, they become more likely actually to adopt it . 53 The crucial element 
of role playing is, of course, artificially superimposed. But in any case, the 
entire phenomenon might be viewed as something very akin to what occurs 
when an old norm or an old predisposition ceases to lead to reward. 
Successful role playing in fact invests the opposing response with reward. 
The communication is thus given an assist by the imposition of new factors 
which favor change. The potentialities of this technique, incidentally, are of 
course appalling. The Communists have already developed and refined it and 

we have christened the process “brain-washing.” 

Various other bits of knowledge about communication effect can be viewed 
as related manifestations of this same general phenomenon, i.e., the pheno¬ 
menon of communications inducing attitude change through the assistance of 
mediating factors which themselves favor change. But it is the goal of this 
paper to be only suggestive, rather than exhaustive or exhausting, and thus 
generalization number three may be here left to suggest whatever it will. 

50 much, then, for the first three generalizations, which attempt to relate 
the processes, the factors, and the directions of effect. It is hardly germane, 

51 Hovland, Janis, and Kelley Cl953), Ch. 7. 

52 F.g., Berelson, Lazarsfeld, and McPhee (1954); also Kriesberg (1954). 

52a Lazarsfeld, Berelson, and Gaudet (1948), p. 70. 

63 Hovland, Janis, and Kelley (1953), Ch. 7. 



WHAT WE KNOW ABOUT THE EFFECTS OF MASS COMMUNICATION 473 

at this juncture, to belabor generalizations four and five. They serve only 
to recognize residual categories. Thus number four merely points out that 
some persuasive or quasi-persuasive effects do appear, at least to our present 
state of knowledge, to be direct. The apparently unmotivated learning of 
sufficiently repeated facts or slogans is a case in point. And generalization 
number five merely points out that the persuasive efficacy of the media is 
known to be affected by numerous variables pertaining to the content, the 
medium itself, or the communication situation—by such matters, for example, 
as the number and order of topics, the degree of repetition, the likelihood of 
distraction, the objective possibilities of action, and the like. The proposed 
schemata suggests that these variables are of a different and residual order 
as compared with the kind of mediating variables which we have just been 
discussing. 

We have thus far been laboring to make and document three points, viz., 
(1) the set of generalizations is supported by our knowledge of the effects of 
persuasive communications; (2) the generalizations organize, or bring into 
logical relation, or, if you will, “predict” in an a posteriori sense, a large 
portion of that knowledge; and (3) in so ordering the data they simultaneously 
suggest new and logically related avenues for further research.... 

SUMMATION AND CONCLUSIONS 

It is time now to look quickly back over the ground we have covered, 
and to evaluate the set of generalizations which have been proposed—to 
inquire into what they have enabled us to do, and to note their weaknesses. 

On the positive side, they appear to serve three major functions: 

First, as this paper has been at some pains to demonstrate, the 
generalizations have permitted us in some measure to organize, or to account 
for, a considerable number of communications research findings which have 
previously seemed discrete, at times anomalous, and occasionally contradic¬ 
tory. The author submits, tentatively and with due humility, that the 
schemata has in fact made possible organization of several different orders: 

... it has enabled us to relate the processes of effect and the direction 
of effect, and to account for the relative incidence of reinforcement and of 
change. 

... it has provided a concept of the process of effect in which both 
reinforcement and change are seen as related and understandable outcomes 
of the same general dynamic. 

... it has enabled us to view such diverse phenomena as audience 

predispositions, group membership and group norms, opinion leadership, 

personality patterns, and the nature of the media in this society, as serving 

similar functions in the process of effect—as being, if you will, all of a certain 

order, and distinct from such other factors as the characteristics of media 
content. 

60 
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... it has enabled us to view such diverse phenomena as audience 
propaganda, new issues, and role-playing as manifestations of the same 
general process—as specific combinations of known variables, the outcomes 
of which were predictable. 

So much for the organizational capabilities of the media. But note that 
this organization of existing data, even within so sketchy a framework as 
these generalizations provide, permitted us to see gaps—to discover, for 
example, that certain presumed outcomes have to date been neither docu¬ 
mented nor shown not to occur. And thus the second contribution: the 
generalizations seem capable of indicating avenues of needed research, which 
are logically related to existing knowledge. Put another way, even this simple 
schemata seems capable of contributing to the cumulatibility of future 
research findings. This is in no way to gainsay that future thought and 
research must inevitably change the generalizations themselves. As presently 
formulated, they constitute only a single tentative step forward, and their 
refinement or emendation seems more likely to enlarge than to reduce the 
area of their applicability. 

Finally, it is in the extent of this applicability, coupled with the foetal 
nature of the generalizations, that the author finds particular bases for hope. 
Sketchy and imperfect as they are, these propositions regarding the process 
and direction of effect seem applicable to the effects of persuasive communica¬ 
tions, to the effects of mass communication on public taste, and, though it 
has not here been demonstrated, to the effects of specific media fare upon 
the psychological orientations and overt behavior patterns of the audience. 
Furthermore, the mediating variables to which they point—variables such as 
predisposition, group membership, personality patterns and the like—seem 
to play essentially similar roles in all these various kinds of effect Even 
if these generalizations turn out to be wholly in error-and certainly they 
are imperfect—they seem nevertheless sufficiently useful and sufficiently 
applicable to justify the faith that some generalizations can in due time be 

These particular generalizations, however, do not usher in the millennium. 
They are imperfect, and underdeveloped; they are inadequate in scope, and 

in some senses they are dangerous. 

They do not, for example, cover the residuum of direct effects except to 
note that such effects exist. They are less easy to apply, and perhaps inappli¬ 
cable, to certain other broad areas of effect, such as the effect of the existence 
of the media on patterns of daily life, on each other, and on cultural values 
as a whole. We have here spoken of cultural values as a mediating factor, 
which in part determines media content, but certainly some sort of circular 
relationship must exist, and media content must in turn affect cultural values. 

Such concepts suggest what is perhaps the greatest danger inheren o 
in these generalizations and in the approach to communications researc 
from which thev derive. And that is the tendency to go overboard m b in - 



WHAT WE KNOW ABOUT THE EFFECTS OF MASS COMMUNICATION 475 

ly minimizing the effects and potentialities of mass communication. In 
reaping the fruits of the discovery that mass media function amid a nexus 
of other influences, we must not forget that the influences nevertheless 
differ. Mass media of communication possess various characteristics and 
capabilities distinct from those of peer groups or opinion leaders. They are, 
after all, media of mass communication, which daily address tremendous 
cross-sections of the population with a single voice. It is neither sociologi¬ 
cally unimportant nor insignificant that the media have rendered it possible, 
as Wiebe has put it, for Americans from all social strata to laugh at the same 
joke, 54 nor is it insignificant that total strangers, upon first meeting, may 
share valid social expectations that small talk about Betty Furness or Elvis 
Presley will be mutually comprehensible. We must not lose sight of the 
peculiar characteristics of the media, nor of the likelihood that of this pecu¬ 
liar character there may be engendered peculiar effects. 

In any case, the most fruitful path for the future seems clear enough. It 
is not the path of abstract theorizing, nor is it the path, which so many of 
us have deserted, of seeking simple and direct effects of which media are the 
sole and sufficient cause. It appears rather to be the path of the phenomenis- 
tic approach, which seeks to account for the known occurrence and to 
assess the roles of the several influences which produced it, and which 
attempts to see the respondents not as randomly selected individuals each 
exchangeable for the other, but rather as persons functioning within particu¬ 
lar social contexts. It is likewise the path of the cumulating controlled expe¬ 
riments in which the multifarious extra-media factors being investigated are 
built into the research design. These are the paths which have brought us 
to what seems the verge of generalization and empirically documented theory. 
They are the paths which have brought us to the brink of hope. 


w Wiebe (1952). 



38 / How Much to Spend on Advertising 

Joel Dean 


The planning of advertising outlays, at least theoretically, is subject to the 
same principles of marginal analysis that are applied to production problems. 
The difficulty is, of course, that advertising is but one variable affecting sales. 

The author of this article appraises the principal methods which are used to 
determine the amount to be spent on advertising. He concludes that present 
methods have no economic basis and that despite its limitations, economic 
analysis can be helpful in reaching better decisions on how much to spend on 
advertising. 

Every important enterprise in the country wrestles unhappily with the 
problem of how much to spend on advertising. Despite the vast amount of 
money involved in this decision, most executives have to play by ear. Few 
firms have a valid theoretical or research basis for deciding whether the 
advertising appropriation should be $100,000 or $200,000 a year. The pur¬ 
pose of this article is to appraise the principal methods that are now used 

for making this decision. 

As a background for this appraisal we shall examine briefly the contn u- 
tion of economic theory, specifically in the form of marginal analysis. 
Unavoidably, therefore, much of the discussion is in the no man’s land 
between the abstract analysis of the economic theorist and the largely intui¬ 
tive performance of the practitioner. The fact is that there is no sure or 
easy way to determine how much to spend on advertising, and the various 
methods widely used for that purpose have serious weaknesses which show 

up against a background of economic analysis. 


CONTRIBUTION OF ECONOMIC THEORY 


Economic analysis of the role of advertising (and other pure selling costs) 
in the competitive adjustment of the enterprise has developed concepts that 
can be made useful in planning and controlling advertising outlays. 


Author’s Note : A number of people were kind enough to read this manus¬ 
cript and suggest improvements : Stephen Taylor and Philip Brooks of Joel 
Associates; Professors James Bonbright, Carl Shoup, and Howard N«onot 
Columbia University; Ralph Cordiner and Robert Peare of the General 
Company; and A. L. Nickerson of the Socony-Vacuum Oil c ° mpan ^ . k 
For a fuller discussion of these and related thoughts see my fort £ c °^ 1951 ’ 
Managerial Economics, to be published by Prentice-Hall, Inc., in e 

SOURCE : From Harvard Business Review, vol. 29, e ^^ it ^ 95 

pp. 65-74. loel Dean ; Professor of Business Economics, Colum 
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Economical analysis is a basic economic approach to all business prob¬ 
lems, including the determination of the total advertising outlay, and it is, 
at least logically, superior to other methods. It says that advertising expen¬ 
ditures for each product should be pushed to the point where the additional 
outlay equals the profit from the added sales caused by the outlay. The 
resulting total is the advertising budget that will maximize advertising pro¬ 
fits in the short run. 

To implement this approach, a comparison is needed of what would happen 
with and without the advertising outlay in question. This knowledge of the 
marginal effect of advertising is extremely difficult to obtain. If the effect 
can be estimated with tolerable reliability, however, the marginal approach 
provides a rational solution, not only for the total budget but also for its 
allocation among years in the business cycle and among products, areas, 
and media. 

Nature of Advertising Costs. The distinctive nature of advertising costs 
makes the analytical problem of determining the most profitable advertising 
outlay much more complex than an analysis using only production costs. 
Production costs (and physical distribution costs that behave like them) are 
functionally related to output (or sales) and can, therefore, be budgeted and 
controlled by such relationships. Advertising costs, in contrast, have no 
necessary functional relationship to output; they are a cause, not a result of 
sales. 

Advertising, like pricing and product innovation, is a device for manipu¬ 
lating the firm’s sales volume. Price affects the volume obtainable under 
specified demand conditions, while advertising and product improvement 
alter these conditions by changing the public attitude toward the product 
and thus shift the whole relation of sales to price. Hence profitability de¬ 
pends on the most advantageous combination of price, product improve¬ 
ment, advertising outlay, and other selling activities. Since the practical 
problem is often to get the right combination of advertising and other 
marketing activities, the problem of the advertising budget is not alone, 
"H°w much should the total selling effort be?” as economists have usually 
conceived it. It is also, “What part of the selling job should be done by im¬ 
personal, mass selling, as opposed to personal selling?” 

These various influences are, of course, interactive. The price charged, 
for example, may affect the responsiveness of volume to additional advertis¬ 
ing expenditures; changes in the product are almost certain to do so; and 
the price that will make the most money may be different when advertising is 
stepped up or when the product is improved. 

For economic analysis, this is a problem of solving several simultaneous 
equations, an intellectually intriguing pastime that rarely makes sense or 
profits for businessmen. But the problem can easily be cut down to manage¬ 
able proportions by restricting analysis to the short run, say one year, and 
by making some assumptions about prices and costs. We shall proceed to 
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develop this kind of analysis. 

Simplified Marginal Approach. The marginal approach to advertising 
outlays is illustrated in its simplest form in Exhibit I. Advertising cost is 
assumed to include only pure selling costs, physical distribution costs 
being included in production costs. Incremental production costs (i.e., the 
added costs of producing an additional unit of the product) are assumed to 



Sales Volume 

Exhibit I Example of Incremental Advertising Cost Curve 


remain the same. 20 cents a unit, over the practical range ot sate- Thep™' 
of the product is also assumed to remain constant sm this range ^ 

the average revenue and marginal revenue oe . fit f m an added 
constant.) Under these circumstances the additional 

sale is 50 cents a fVhTZSdt Tv ,^ addiHonal unit of ou»«.) 

fd'tawrasTcTrve which firs, declines, then is constant, and then rises a, 


“teing” pha a s'e' of the advertising cos, curve represents the impotta", 
paJ, of our problem since, if advertising is to be done a, all, should 

pvnanded until diminishing returns set in. , . f motive- 

The upward turn in the curve reflects primarily 

ly poorer prospects as the advertising effort is in en * . , stiffer re- 

most susceptible prospects are picked off firs ^ and ^° g ^ e m0 J e skep tical, 

sistance is encountered from layers of P r0S P« ctS Qr more atta ched to 

more stodgy about their present s P en "J g ^ ’ sive exhaustion of the 

rival sellers. The rise may also be cause y Jk cient advertising media. 

most vulnerable geographic areas or t h ^ and market of 

Promotional channels that are ideally adapted to me scai 
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the firm are used first. (Actually, for firms with expansible markets, the 
advertising cost curve may have several minimum points corresponding to 
most efficient use of different media appropriate for different-size markets, 

e.g., newspapers, billboards, magazines, radio.) 

From the diagram it is clear that advertising should be pushed to the 
point where the advertising cost curve intersects the price line. Sales should 
not be expanded to a level where it costs more than 50 cents in advertising 
to get another sale, since that sale would bring only 50 cents of profit over 
incremental production costs. In general, advertising outlays should be in¬ 
creased in every market and medium up to the point where the additional 
cost of getting more business just equals the incremental profits from that 

business. 

Considering the totals that appear in an income statement, rather than 
thinking in terms of increments, may clarify the results of our interpreta¬ 
tion. The total production cost of a given output is represented on the 
diagram by the area under the incremental production cost curve up to that 
output. Similarly, the total sales revenue is shown by the area under the 
price line, and the total advertising cost by the area under the curve of in¬ 
cremental advertising cost. The area between the price line and the adver¬ 
tising cost curve is the total net profit left after advertising expenses and 
is clearly largest when output is at the point where marginal advertising cost 
is 50 cents a unit. 

The assumptions underlying this simplified exposition are fairly realistic. 
A passive price policy is common enough, at least for short-run adjustments 
like those under study here. Hence a constant price (i.e., a price that is not 
changed as a result of changes in advertising outlays) is a moderately good 
approximation to reality. As to the cost assumption, empirical findings for 
industries whose production is mechanized indicate that incremental pro¬ 
duction costs are usually constant over the range of output that is signifi¬ 
cant for determining advertising policy in the short run. Finally, there is 
much theory and some empirical evidence to support the shape of the 
advertising cost function drawn here. Abstracting from fluctuations in 
business conditions and consumer incomes is a necessary simplification 
which sharpens the incremental character of the measurement problem, viz., 
to find the added sales with advertising, as against sales without it. 

Limitations. The main hitch in the marginal approach is the difficulty of 
estimating incremental advertising cost. The relationship of advertising to 
sales is more intricate than short-run marginal analysis indicates; for ex¬ 
ample, the important and difficult problem of rivals’ reactions is left out. 
Under most circumstances the difficulties of predicting response lags, gaug¬ 
ing the quality of advertising, and allowing for the reservoir effeet of past 
advertising frustrate efforts to isolate the impact upon sales of additional 
advertising outlays. 

Even when the advertising cost curve can be estimated with some re- 
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liability, the validity of the cut-off criterion proposed by marginal analysis 
comes into question, because much advertising is an investment rather than 
an expense. The objectives of advertising are often dominantly long-range, 
such as eternal life for the firm and a place in the sun. For example, advertis¬ 
ing may be designed to step up volume to the point where savings of large- 
scale production and research are more than a match for any new entrants, 
or advertising may be focused on achieving product acceptance that will 
permit some price premium over less familiar brands. Long-range goals such 
as these are difficult to tie down to a concept of incremental profits that 
provides a definitive cut-off for advertising. 

Despite these limitations inherent in static economic analysis, the margi¬ 
nal approach to determination of outlay makes a conceptual contribution of 
practical importance. Except for long-run investment advertising, it provides 


in concept a simple and definitive test of how much to spend and when to 
stop. As such it is useful as a guide in thinking about advertising appropria¬ 
tions and in determining what to shoot for in estimates—in short, in guiding 
empirical measurement. The fact that it manipulates esoteric functional re¬ 
lationships and assumes that the businessman has knowledge when he does 
not have it may restrict its immediate usefulness. But these very restrictions 
may broaden its future usefulness by raising the kind of questions that em¬ 
pirical research should try to answer. 

Practiced Application in Direct Mail. Perhaps the most promising area for 
applying the marginal approach quantitatively is direct mail advertising. 
Here the distorting conditions that make it hard to find the margina cos 
of advertising are often at a minimum. Keyed responses make it possib e o 
trace a large part of the results directly to a specific advertisement. Quality 
of copy can be held constant (or manipulated independently by sending the 
identical copy to large numbers of prospects. The cumulaf,ve effects of 

advertising are usually less troublesome, an response g . 

so that cyclical changes do not cause important distortions^ Finally, and 
perhaps most important, sectors or strata of prospects can be walled off and 

,a The d se Se con r d!d»ns make it possible to establish a ladder of susceptibility 
hv samDlin" measurements of marginal advertising cost, and to set up a 
stop-loss signal based on incremental profit. An outline of the way apubi- 
sher might determine the amount to spend on direct mail advertising in pro¬ 
moting a specific book will illustrate how the incremental approach can be 
applied quantitatively in this sort of advertising. The procedure can 

sketched by the following steps: _ i:, ts 

(1) Marshal the candidates for direct mailing in the form of 1 J , _ 

These lists will vary in “quality,” i.e., appropriateness for e p 


book. 

(2) Array the lists in 
advertising. 


a guessed ladder of susceptibility to direct mail 
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(3) Starting at the top of the ladder and working down, test each list by 
sending the promotional literature to an efficient sample of the list. 

(4) Estimate the probable marginal advertising cost of each list by com¬ 
puting the ratio of (a) the added advertising cost of the mailings to (b) the 
sales obtained from the sample mailings (e.g., for List A, 50 cents a copy). 

(5) Estimate the incremental profit per copy. Roughly, it is the spread 

between price and incremental printing costs (e.g., $1.00 a copy). 

(6) Rearrange the sample lists in a new ladder in respect to the estimated 
marginal cost of advertising. Starting at the top, make full mailings to each 
list down to the rung where incremental profit just fails to cover estimated 
marginal advertising cost (e.g., stop at List M, where a marginal advertising 
cost of $1.00 a copy was indicated bv the sample). 


ALTERNATIVE METHODS 


Having reviewed a theoretical foundation of selling cost analysis as 
applied to advertising, we turn now to the methods that are actually used 
to determine advertising outlays. Our central concern is with the philosophy 
underlying the methods rather than with the mechanics of administrative 
controls. We shall use “budget” and “appropriation” interchangeably, 
though a distinction might be made between the long-range expenditure 
plan (budget) and the outlay authorized for a given year (appropriation). The 
words “expenditure” and “outlay” will, unless otherwise qualified, apply to 
future plans and will refer to the budget. 

As for the marginal approach reviewed in the preceding section, its im¬ 
peccable logic provides a criterion for appraising the methods described in 
this section, even though its problems of application are at times insurmount¬ 
able. Several alternative approaches to the problem of planning total adver¬ 
tising expenditures will be examined : (1) a fixed percentage of sales; (2) all 
you can afford; (3) whatever amount promises a better than specified return 
on investment; (4) the amount needed to attain advertising objectives; and 
(5) the amount needed to match competitors’ advertising. 

Percentage-of-sales Approach. Determination of the advertising budget as 
a percentage of past or expected sales is a method that was dominant in 
the past and is still widely used. A survey of budgeting practices of indus¬ 
trial users in 1939 made by the National Industrial Advertisers Association 
and reported in the Sales Management Handbook 1 showed that 48% of the 
383 respondent companies used some variant of the percentage-of-sales me¬ 
thod. Neil H. Borden, in The Economic Effects of Advertising , 2 points out 
that of 215 companies advertising consumers’ goods in 1935, 54% stated 
that their appropriations were a predetermined percentage of sales, either 
of the past year or of the year of the budget. 

1 J. C. Aspley, Editor (Fifth Edition, Chicago, The Dartnell Corporation, 1947). 

2 (Chicago, Richard D. Irwin, Inc., 1942), Chapter 25. 

61 
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The method has several variants : it can use either a fixed percentage or 
a percentage that varies with conditions; it can be based either on historical 
or on projected sales; and it can be stated either in dollars or in physical 
volume. 

This general approach to the problem is hard to support analytically. The 
purpose of advertising is to increase demand for the company’s products 
above what it would otherwise be. A stable or declining demand is not evi¬ 
dence that advertising is ineffective, for without it sales might have been 
even lower. It must be remembered that advertising is a cause, not a result, 
of sales. The amount to be spent in shifting the demand schedule should 
depend on how much the shift is worth. The volume of sales the company 
already has tells nothing about the cost or the worth of getting more. 

It would appear even less rational to base the budget on the volume of 
sales that the company expects to get. Sales will be the result in part of the 
level of national income and the accumulated effects of past advertising, not 
only of the advertising that is currently being decided on. To the extent 
that sales are determined by forces other than current advertising, the cri¬ 
terion of expected sales is irrelevant. To the extent that they are determined 
by future advertising, the criterion is based on circular reasoning. 

How, then, can the widespread use of this method be explained? To some 
extent it may be due to top management’s desire for the certainty and the 
illusion of control that comes from relating this essentially discretionary ele¬ 


ment of expense in a systematic way to revenue. There is an element 
of safety in limiting advertising outlays in this manner, since expendi¬ 
tures are timed to come when the company has the gross revenue to afford 
them and when their tax effect may be favourable. But this element of 
safetv could be better found, as in the marginal approach, by making adver¬ 
tising a function of expected profit, which normally fluctuates cyclically more 
violently than expected sales. If this method rests upon the belief that the 
added sales per dollar of advertising are higher when national income is 
high, it would be more logical to make advertising outlay vary directly with 

national income. 

Another possible explanation for the popularity of this method stems 
from competitive relationships. If all, or most, members of an industry used 
this method and employed the same percentage of sales, competitors’ adver¬ 
tising outlays would be roughly proportional to their market shares. This 
condition would have restraining effect on competitive warfare in advertis¬ 
ing, and would ease ulcers in peace-loving firms. Much advertising is essen 

daily defensive anyhow. C1irfarp to 

Thus, although the percentage-of-sales approach appears on its su 

have no logical justification, it has features that make it attractive. It pr 
vides a formula answer with an illusion of control; it permi s y 
timing of outlay to fluctuate roughly with ability to pay; an 1 may 
toward competitive stabilization. But inertia and the lac o a more g 
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and equally definitive standard are probably the most important explana¬ 
tions for the popularity of this essentially mechanistic method. 

All-you-can-afford Approach. An approach to the determination of the 
advertising budget which is probably more widely used than most execu¬ 
tives would admit is for a company to spend on advertising all that it can 
afford. In practice, this amount is sometimes a predetermined share of the 
profits, though sometimes it is gauged by the amount of liquid resources 
and borrowable funds. The result of this policy is that advertising is often 
the first expenditure to go because it does not involve long forward com¬ 
mitments and does not disrupt the organization so much as other major 
curtailments, and because long-term results are less tangible than the re¬ 
sults of other kinds of outlay. 

At first blush this method seems to make no sense at all, yet on further 
analysis it appears that the effects of advertising outlays upon profits and 
liquidity are important considerations in setting outer limits for advertising. 
These limits may prove to be beyond the range of profitable advertising 
outlays (e.g., for a producer of power plant apparatus), but they are often 
well within it. In any event, these limits ought to be staked out. 

Normally a time lag occurs between advertising outlay and sales results. 
Even if the advertising outlays bring highly profitable results ultimately, 
financial embarrassment may develop if short-term cash and credit limits 
are ignored—especially if the time lag of response is long. The limit of what 
a company can afford ought to be set ultimately by the availability of out¬ 
side funds. The firm’s resources in this sense set a real limit on advertising 
outlay. However, the mere existence of a limit is no reason for shooting at 
it. It may be far above the amount of advertising that is profitable. 

The effect of advertising outlay upon the company’s earnings statement 
is also a valid factor in timing. Even though an added thousand dollars of 
advertising brings a smaller increment of sales and profits at a profits peak, 
it may be justified because the Government pays 45% or more of the outlay, 
and because a lower earnings figure is often more respectable at such times. 

Corporate income taxes favor concentration of advertising at cyclical 
peaks and penalize attempts to accumulate advertising reserves to be spent 
in depressions. One reason is that future tax rates are quite likely to be 
higher in prosperity than in depression, and the carry-back and carry-for¬ 
ward provisions of the law are probably inadequate to remove this tax in¬ 
centive for bunching of expenditures. Moreover, Section 102 discourages 
retention of earnings for future depression advertising. The vast amount 
of money spent during the Second World War in advertising unavailable 
civilian products showed the widespread acceptance of the philosophy of 
relating advertising outlays to profits, with a weather eye on their tax 
effects. 3 

3 See Jerome D. Scott, “Advertising When Buying Is Restricted/’ Harvard Business 
Review, Vol. XXI, No. 4 (Summer, 1943), pp. 443-454. 
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Union negotiations and public opinion also frequently make it embarrass¬ 
ing to show high profits in prosperity; hence timing advertising outlays to 
manipulate reported earnings makes sense as a modification of a strictly 
marginal approach. Considered purely as a capital investment in distant- 
future benefits, it may be desirable from the viewpoint of capital budgeting 
to limit advertising outlay of an earnings plow-back nature to some fixed 
proportion of current earnings. Over the cycle this method would lead to 
advertising outlays that fluctuate violently, for a company’s profit cycle 
normally has much greater amplitude than its sales cycle. It might lead to 
unprofitable curtailment in hard times. 

Used uncritically, the all-you-can-afford approach is unsatisfactory, large¬ 
ly because there is no relation between liquidity and the richness of adver¬ 
tising opportunities. If another SI,000 of advertising will bring in $2,000 
of added profits, it is hard to say that it cannot be afforded. A management 
that limits advertising to liquid funds or to percentages of profits is probab¬ 
ly overspending at some time and forgoing money-making opportunities at 
others. 

The all-you-can-afford method, however, is helpful in some ways in deter¬ 
mining the advertising appropriation. (1) It produces a fairly defensible 
cyclical timing of that part of advertising outlay that has cumulative, long- 
run effects. (2) When marginal effectiveness of advertising can be guessed, 
it budgets well for firms operating short of the point where incremental 
advertising costs and profits are equal. (3) When nothing can be known 
about the effects of advertising, it sets a reasonable limit on the gamble. 
Actually everything above a respectable return on capital might be spent 
on advertising, since excess earnings could be considered to have low utility 
to management compared with the possible contribution of continuous 
advertising toward eternal life for the firm. 

Return-on-investment Approach. Advertising has two effects : (1) It in¬ 
creases sales today. (2) It builds goodwill to increase sales tomorrow. The 
first involves primarily problems of selecting the optimum output rate for 
maximizing short-run profits. The second involves selection of the pattern 
for investment of capital funds that will produce the best scale of production 
and maximum long-run profits. Thus, another approach is to treat advertis¬ 
ing primarily as a capital investment rather than as a current expense. 
Determination of the amount of advertising then becomes a problem of 
capital expenditure budgeting. Advertising investment must compete for 
funds with other kinds of internal investment on the basis of prospective 

rate of return. 

Although each piece of advertising affects both immediate sales and the 
long-run goodwill structure, the relative importance of the two effects can 
vary widely. At one end of the spectrum is institutional advertising, with a 
long time lag and untraceable effects—e.g., using radio programs featuring 
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symphony concerts. This is almost pure capital investment. At the other 
end is advertising of special sales events by retail establishments. Such 
advertising usually has only a small element of capital investment. Metrical 
separation of these two components is probably impossible. Interaction 
makes the problem even more complex since the level of the reservoir of 
cumulative goodwill modifies the efficiency of advertising directed at imme¬ 
diate sales. The only possibility, and that a slim one, is to use multiple 

correlation analysis. 4 

The timing of advertising over the years resulting from a return-on-invest- 
ment approach differs unpredictably among companies. The pattern de¬ 
pends on the philosophy of budgeting and on the prospective profitability 
of capital expenditures that vie with advertising for funds. Only if the 
prospective return on institutional advertising has sharp cyclical fluctuations 
will anything but an accidental cyclical pattern evolve from this criterion 
alone. This may be unimportant in some cases, where the lag in response is 
long and diffused. But dimming memories and the incursions of rivals 
usually dissipate the goodwill built by advertising through evaporation or 
run-off. This is particularly dangerous when costs of re-entering lost markets 
are high. Hence a part of the advertising investment problem is to find 
what rate of current expenditure is required to offset this deterioration and 
to maintain the level of this goodwill reservoir. Thus a concept analogous 
to plant replacement operates in estimating return on advertising invest¬ 
ment. 

The chief deficiency of the return-on-investment approach is the difficulty 
of even guessing at the rate of return on advertising investments. Problems 
of distinguishing investment advertising from outlays for immediate effect; 
problems of estimating the evaporation of the cumulative effects of advertis¬ 
ing; and, most important, problems of measuring the effect of advertising 
accumulation on long-run sales volume and on the possibility of eventual 
price premiums all conspire to make the return on advertising investments 
highly conjectural. 

These measurement difficulties rule out this approach as a sole criterion 
for budgeting investment-type advertising, but they do not invalidate the 
investment approach itself. For other kinds of investment, e.g., research labo¬ 
ratories and department store escalators, it is equally impossible to estimate 
the return precisely. Yet few would, for this reason, kick out such items from 
the capital expenditure budget. Institutional and cumulative advertising should 
be analyzed in the intellectual setting of the capital budget, viz., long-range 
strategic and profit objectives, competition of alternative investments for 
limited company funds, and balancing of risks against prospective return on 

4 See Sydney Hollander, Jr., “A Rationale for Advertising Expenditures,” Harvard 
Business Review, Vol. XXVII, No. 1 (January 1949), p. 79. 
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investment in rationing capital. This kind of investment perspective should 
be an integral part of an intelligent approach to the advertising budget. 

Objective-and-task Approach. The Second World War brought to promi¬ 
nence the objective-and-task method of determining the advertising appropria¬ 
tion. On the basis of a post-war survey, Printers' Ink of December 28, 1946, 
concluded that this was the most widely used method. The popularity of this 
approach during the war apparently came partly from the need to justify ad¬ 
vertising expenditures as business expenses (for purposes of taxes and con¬ 
tracts) during a period when a low percentage of civilian goods sales would 
support only trivial outlays. 

Under this approach the advertising budget is the amount estimated to 
be required to attain predetermined objectives. The orthodox procedure 
involves an impeccable and highly salable sequence of steps : (1) define the 
objectives; (2) outline the tasks, i.e., the specific means of attaining the 
objectives; and (3) determine the cost of accomplishing these tasks. 5 The 

cost so determined is the advertising appropriation. 

An ‘‘objective,” as used in this procedure, is properly stated as a change . 
the difference between results with the advertising and results without it. 
The objective usually applies to the coming year’s sales, although it may 
refer to invasion of a specific market or the establishment of distribution 
outlets. In this respect the actual advance that this method represents over 
the percentage-of-sales criterion may easily be overestimated. In genera 
practice the sales-volume objective is based on the preceding year s vo ume. 
Expected changes in business conditions, competitors actions, and so or , 
are then considered as a basis for deriving the current year s out ay rom 


the preceding year’s outlay. . , . • 0 

Some companies fall back on intermediate objectives such as establish ng 

brand familiarity or preferences, promoting applications of the product, r 
simply broadcasting the sales message. Many such objectives simp y 
the roles of advertising in the broader merchandising scheme without refer¬ 
ring to specific sales effects. For example, a recent study for the Association 
of National Advertisers reports the advertising goals of the Armstrong Cork 
Company as keeping the company’s name before customers and attracting 
the attention of those who are not buying now by : (a) providing salesm 
an access to prospects, (b) making prospects easier to sell to, ( C )P*‘“ 
the Armstrong name, and (d) carrying the sales message beyond the range 

° £ Nobo°dy 1 can V quarrel with thinking through goals of adverting as com¬ 
pletely as possible, since it contributes to better copy and medi p V- 


a TT TT33S6 

5 For a complete and thoughtful treatment of this approach, see 
Advertising Appropriation (New York : Harper & Brot ers, 

6 Paul H. Nystrom, Editor, Marketing Handbook (New York, 

Company, 1948), p. 1235. 
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this kind of analysis of “objectives” contributes nothing to determining the 
size of the advertising appropriation. For that purpose objectives must be 
expressed so that they are measurable and costable, e.g., a 10% increase in 
sales next year over what they would have been without this advertising. 

In its bald form, the objective-and-task approach begs the question. The 
important problem is to measure the value of objectives and to determine 
whether they are worth the probable cost of attaining them. In other words, 
what intensity of demand (i.e., what position and shape of demand schedule) 
is an economically sound objective ? The objective-and-task method assum¬ 
es that the candle is always worth the cost. In many cases the high marginal 
prdductivity of advertising (up to the limit of the money available) bails 
out the advertiser, but this good fortune does not make his basic thinking 
any clearer. 

After valuing and costing legitimate objectives, the next and vital step is 
either to cut back or to expand plans in the light of these prospective costs. 
In this form—since the objectives are reshaped and really determined by the 
cost of attaining them, rather than vice versa—the approach has the virtue 
of sharpening issues and directing research and planning into relevant chan¬ 
nels. 

When an objective has been defined so that the task can be stated in 

terms of costs, the problem is in a form that is appropriate for analysis either 

by the marginal approach or the investment approach. Objectives in terms 
of near-future sales volume can be expressed as the marginal advertising 
cost function in Exhibit I, while specific long-run objectives can be viewed 
as investments to be built into the capital budget on a rate-of-return basis. 
For instance, if the objective is to get mass volume for a new product at a 

premium price, the task of advertising is to establish and maintain the 

corresponding brand preference; the budgeting problem is to determine the 
relation between the necessary initial and continuing outlays and the result¬ 
ing level of price-premium, and to compare the premium profits with the 
required investment in advertising. 

To sum up, the objective-and-task approach, using a straightforward se¬ 
quence of attack that is good for any business problem, tends to beg the 
question when it is not carried the whole way. The economic problem is to 
determine what objectives are worth the cost of attaining them. This cost 
can sometimes be predicted, but the value of attaining objectives can rare¬ 
ly be measured. This general method can, however, be extended into highly 
promising experimental and marginal approaches. Through such approaches 
objectives can be reformed in the light of costs. Economic tasks can thus 
be adapted to the peculiar goals and situations of individual companies and 
nicely integrated with other elements in the company’s marketing plan. But 
the objective-and-task method is a budgeting method only because it is call¬ 
ed one; what it actually does is to frame problems for solution. 

Competitive-parity Approach. The essence of the competitive-parity 
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approach is to base in some systematic way the company’s advertising outlay 
on the outlays of other members of the industry. Specifically, the company’s 
percentage of total competitive advertising might be made equal to its share 
of the market. (A variant, which is quite different conceptually, is to spend 
as much as necessary to retain a desired market share.) 

This method of budgeting is widely used, and it finds some support in the 
writings of practitioners. The defensive nature of a large proportion of adver¬ 
tising outlay, designed to check the inroads of troublemakers, may account 
for the method’s popularity. For example, in the anti-trust case against the 
big three tobacco companies, the explanation advanced by American and by 
Liggett & Myers for following the lead of Reynolds in a 1931 price advance 
was that the revenue was needed to match Reynolds’s increased advertising. 7 

This approach appears at first to have slim warrant in principle. What 
competitors spend on advertising does not tell a firm how much it can spend 
to make added benefits just equal the added costs. The size of this optimum 
outlay is affected by rivals’ advertising, since competitors’ advertising influ¬ 
ences the productivity (incremental cost) of the firm’s advertising. But it 
cannot be determined by merely matching competitors’ appropriations. Hence 
what rivals choose to spend does not in itself provide any valid measure of 


what the firm’s advertising budget should be. 

The parity approach is sometimes defended on the grounds that the adver¬ 
tising percentages of competitors represent the combined wisdom of the in¬ 
dustry. This argument assumes that rivals know what they are doing and 
that their goals are the same as the firm’s. Actually, since great differences 
normally exist among competitors in the ratio of advertising to sales, the in¬ 
dustry average is often relatively meaningless. Consider, for example, this 
breakdown of an industry average that appeared in Printers’ Ink of February 
8, 1947 : out of seven companies, one devoted 9% of sales to a ver ising, one 

devoted 3%; three devoted 2%; and two devoted 1%. 

No correlation appeared between outlay and size of firm in this break¬ 
down Further analysis revealed that the smallest firm, which was one of the 
heaviest advertisers, was bent on a program of aggressive expansion; one of 
the concerns that spent 2% manufactured only a restricted line and had no 
ambition to grow; the largest concern was well established and was making 
a very satisfactory showing with an expenditure of only 3%. This case 
illustrates the limitations of an industry average as a tool for determining 
outlay, in that companies differ in objectives, brand maturity, and marketing 
methods. It also suggests the advantages of knowing rivals objectives and 

competitive situations as well as their advertising outlays. 

Anoher difficulty is that, to the extent that this rationale is valid he 

future and not the past advertising outlays of rivals shou cons 1 
standard. Usually these outlays cannot be determined soon en ug 


7 American Tobacco Company v 


. United States, 328 U.S. 805 (1946). 
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enough accuracy to be useful in planning appropriations. 

Advocates of parity advertising claim that it safeguards against advertis¬ 
ing wars that can be started when other methods are used to determine out¬ 
lay. Parity advertising may thus play a role analogous to that of price leader¬ 
ship in preventing price wars. But degenerative retaliation in advertising is 
much less likely than in price competition. This is because precise retalia¬ 
tion in advertising is more difficult, less frequently necessary, and less com¬ 
pulsive in the eyes of defenders than price retaliation. Quality of copy and 
appropriateness of media vary, and time is required to plan campaigns. Ad¬ 
vertising is a more diffuse basis for buyers’ comparisons of competitors than 
price, and differentials in advertising cause smaller shifts than do price differ¬ 
entials in price wars. Moreover, uncertainty about the results of the aggres¬ 
sor’s advertising slows reaction of other firms, who rather hope for industry¬ 
wide benefits from the outlay through expansion of the total market. (Parti¬ 
cularly in the early stages of product acceptance—e.g., as in the case of froz¬ 
en orange juice-—the market-widening effect may be vastly more important 

than the market-sharing aspect.) 

Behind the desire to offset competitors’ effectiveness, presumably, lies the 
desire to retain market share (or to expand that share by a planned amount). 
To do this does not necessarily call for parity in advertising outlay. Advertis¬ 
ing is only one of many forms of selling effort. The amount competitors spend 
on it simply reflects their apportioning of the sales dollars among all the 
various possible forms. One firm’s proportion may be wrong for another firm. 
If a firm is to match its competitors in some way, it should match their total 
sales effort in effectiveness, rather than their apportionments among various 
devices. Better quality of copy and media, greater cumulative prestige, and 
superior product attributes may make it possible for a firm to do, say, 10% 
of the advertising done by its competitors and still keep, say, 20% of the 
sales. 

The parity approach is a dangerous guide to use literally. Since competi¬ 
tors’ advertising affects the productivity of a firm’s advertising, it also affects 
the firm’s optimum outlay for both short-run and long-run profit maximiza¬ 
tion. But the firm’s optimum outlay is not actually determined by parity 
with competitors’ expenditures. Firms differ so much in objectives, compe¬ 
titive maturity, marketing methods, and the quality and cumulative prestige 
of advertising that competitors’ advertising ratios provide a pretty useless 
criterion. In the face of these differences in competitive situations, the possi¬ 
bility that parity will stabilize competitive warfare is not usually great enough 
to justify its use. 

CONCLUSIONS 

Planning of advertising outlays is subject to the same principles of margi¬ 
nal analysis that are applied to production problems. Advertising costs differ 
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from production costs, however, in that they have no necessary functional 
relation to output, being a cause rather than a result of sales. 

In many situations an economically logical approach becomes a bit mysti¬ 
cal because the relevant considerations for deciding how much to advertise 
are not measurable and visceral guesses have to take their place. Under these 
circumstances rival methods have an attractively solid appearance because 
their criteria, though not strictly relevant, are nevertheless tangible. 

Viewed against the logical background of marginal analysis, most of the 
methods that are actually used to decide on the advertising appropriation 
seem to have no economic foundation. The fixed-percentage-of-sales method 
gets the cart before the horse; advertising outlays should cause sales, not be 
determined by them. The all-you-can-afford method reflects a blind faith in 
advertising which, though occasionally rewarding, is nevertheless a confession 
of ignorance. The objective-and-task approach, though it sounds plausible, 
stumbles before it starts over the obstacle of not determining whether the 
objective sought is economically worth attaining. The competitive-parity me¬ 
thod represents a narrow goal not usually tailored to the company’s full 
needs. And the investment approach, while conceptually sound in recogniz¬ 
ing the time dimension of advertising and its rivalry with alternative capital 
expenditures, is hard to nail down with empirical data. 

The difficult problem in applying economic analysis to advertising is to 
find the empirical equivalents of the theoretical curves. The deep uncertainty 
surrounding the productivity of advertising is perhaps the origin of such 
methods as percentage-of-sales and objective-and-task. But whatever rationale 
these methods may once have had, their basic weakness is that they hide 
rather than highlight the economic issues in the advertising problem. Despite 
its limitations, economic analysis can be helpful in reaching a better decision 
on the amount of advertising by focusing attention on the relevant (even 
though unmeasurable) relationships as opposed to the ii relevant (but measur 
able) ones. Though the complete theoretical solution to the advertising prob¬ 
lem is too complex for practical use, manageable approximations may some¬ 
times be feasible. Quite a few things unmeasurable ten or twenty years ago 

are susceptible to such approximation in 1951. 






391 The Productivity of Advertising Dollars 

Wroe Alderson 


This article represents an attempt to set up ways by which the producti¬ 
vity of advertising expenditures can be determined. The author discusses 
the allocation by media and by appeals and also discusses alternative adver¬ 
tising strategies. 

Advertising budgets represent a large and growing element in the costs of 
marketing. In fact, since 1947, money spent for advertising has constituted a 
steadily increasing share of the gross national product, as compared to a gra¬ 
dual decline in the relative importance of advertising for the previous twenty 
years. On the other hand, advertising expenditures have tended to fluctuate 
more than other marketing costs in response to the business cycle. In times 
of business recession advertising budgets have often been cut more deeply 
than other marketing expenditures. The advertising budget is especially vul¬ 
nerable during an economy wave because of the intangible nature of the job 
which advertising'-performs, the difficulty of measuring its impact, and the 
extent of its contribution to sales and profits. 

Advertising practice needs a theory of advertising. Any attempt to mea¬ 
sure advertising results must start from some basic considerations in the 
theory of measurement. The results of advertising can be measured if our 
measurement techniques can be made to conform to certain criteria. Useful 
measurements must be reliable, efficient, valid, and relevant. If a measure 
is not reliable it may point in the wrong direction and be worse than no in¬ 
formation in its impact on judgment. If a measure is not efficient it may cost 
more than can be justified in relation to the issues at stake. When we say 
that a measure is not valid, we mean that it does not measure what it pur¬ 
ports to measure. It may be reliable in the sense that the results obtained are 
consistent within a small range of error and yet invalid because of a built-in 
bias in the technique. In order for an advertising measurement to be relevant 
it must fit into a theory or model of the way advertising works and thus be 
useful in predicting the results which can be obtained through advertising. 

For our present purposes a useful model is one which will give us reliable 
answers to two questions: (a) How much should a firm spend for advertising ? 
(b) Given an advertising budget of a stated size, how should the money be 
spent ? The second question can be broken down into two parts, one the 
allocation of the budget among media, appeals or campaigns, and the other 
the original selection of media or appeals. 

Source : From Cost and Profit Outlook, February, 1958, Wroe Alderson : 
Partner, Alderson & Sessions, Inc. 
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and profits. A rising diagonal line represents advertising costs, while there 
is a curved line for gross profits which is here defined as the difference 
between sales and all costs other than advertising. Net profit is the shaded 
area between the two. Sales volume is shown as a curved line which levels 
off as it approaches the saturation level indicated at the top of the chart. 

The existence of a saturation level means that advertising is subject to 
the law of diminishing returns. For any product it is reasonable to assume 
that there is a saturation level representing the maximum sales that can 
be anticipated if price and quality are held constant. The closer that total 
sales approach to this saturation level the more expensive it becomes to 
generate additional sales through advertising. Thus, for any advertised 
product it can be assumed that a point is reached eventually at which 
additional advertising produces no additional sales. 

It will be seen that according to this model there is an optimum level 
of advertising. That is the level of advertising which can be expected to 
generate the sales volume which will produce maximum profits. This is 
seen most clearly at the bottom of the chart where net profits are plotted 
on the horizontal axis. To ask how much should be spent for advertising 
is equivalent to asking for a scientific determination of this optimum level 
as it applies to the particular company in question. The chart also provides 
for the case in which the company sets as its goal a fixed amount of profits. 
The optimum sales volume then is the highest level which will yield the 
target amount of profits. How, then, do we pass from the economic theory 
of advertising as reflected by this chart to some definite numbers which 
can assist management in setting an advertising budget? There are at least 
three possibilities, all ofi which are much better than a pure guess, even 
though they still leave much room for progress. 

Methods for Determining the Size of Advertising Budgets 

The first method is by experimental advertising with the purpose of 
determining the shape of the advertising productivity curve shown on the 
chart. A typical experiment is one in which three or more test areas are 
selected. One is used as a control area either with no advertising or with 
only the normal level of advertising which is already in force. Advertising 
at various levels of intensity is carried out in the other test areas. There 
are both scientific and administrative difficulties to be overcome in such 
tests, but they can produce valuable results under favorable conditions. 

A second approach is to make an analysis of the company’s advertising 
history by regions or by sales territories. We at Alderson & Sessions have 
obtained useful results from such studies using multiple correlation analysis 
to measure the variation in sales resulting from differences in the promo¬ 
tional mix from one territory to another. Such differences inevitably occur 
in delation to the sales potential of the various territories. Perhaps one 
might say that the underlying assumption of such a correlation analysis 
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Chart 3. Optimum Allocation of Advertising Expenditure 

to three Copy Themes. 


and minimum levels of saturation. In a going company there will often be 
sufficient information about the company’s markets to permit such estimates 
of the saturation level. It will be seen from Chart 2 that these maximum 
and minimum estimates of the saturation level result in maximum and 
minimum estimates for the optimum level of advertising. Actually it is 
necessary to estimate the location of two points on each curve in addition 
to the saturation level in order to draw the curve with approximate accuracy. 
I will not take time to outline these procedures since I only wish to illustrate 
the value of using whatever information is available within the framework 
of a model. The great contribution of operations research during the war 
was in deriving some guidance for command decision from fragmentary 
information. 

Allocation of Advertising Dollars 

The next two charts are related to the problem of allocation, or the 
relative effectiveness of different ways of spending the same amount of 
advertising money. Chart 3 is to be applied in the evaluation of advertising 


496 


READINGS IN MARKETING MANAGEMENT 

by various segments of an advertising program which might represent, for 
example, several (different copy appeals. In Chart 3 the horizontal axis 
represents advertising expenditure, and the vertical axis sales generated 
by advertising. Each of these curves might be understood as the potentiality 
of a given copy appeal for generating sales. Each tends to level off, reflecting 
diminishing returns until a point is reached at which little or no additional 
sales would result from additional expenditure. Let us assume that an 
advertiser had experimental evidence for the slope of these three curves 
related to three different advertising appeals. Obviously C, is the most 
favorable response function up to a certain point and should absorb all of 
the advertising dollars. At a higher level as to total budget, additional 
dollars could be used more effectively on C 3 and at a still higher level on 
C 3 . In allocating additional dollars the advertisers should always be moving 
upward on the steepest available slope. For any given amount for total 
expenditure the three appeals should be used in such a way that the slopes 
of the three curves are equal for the last dollar spent on each. To express 

this principle in algebraic symbols, D A ^D^D^ + D^, when r 1 = 7’ 2 = 7’„ 

Da being the total budget and the T's representing the slopes of each curve. 

Chart 4 represents the productivity curves for various advertising media 
available for promoting a given product. These curves are similar to those 



Chart 4. The Relative Sales Effectiveness of Advertising in Different Media. 
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in the last chart in that each curve tends to approach a ceiling. This chart 
is different in another respect, however, since in most cases the curve also 
has a threshold. That is to say, it starts at some distance to the right of 
the point of origin, representing the fact that for a given medium some 
fixed amount of money might have to be spent before advertising has any 
effect at all. Assuming the availability of data which would give the shapes 
of all these curves or functions, it then becomes possible to determine the 
best allocation of an advertising budget of a given size. 

The solution could be found by simple trial and error using such a chart, 
or a more formal solution would be possible in terms of mathematical 
programming. Essentially it means that the analyst would pick the most 
advantageous curve and follow that line upward until it begins to level off 
and he can find a steeper slope on one of the other curves. Each additional 
dollar of advertising committed is placed according to this principle until 
the total amount has been allocated and the slopes are equal at the point 
representing the last dollar allocated to each medium. The end result should 
then be to obtain the optimum sales expectation from the total expenditure. 
Note that a relatively small advertising budget might all have to be spent in 
the media represented in the left-hand portion of the chart. At a later stage in 
the advertising history of the company with more money to spend, it might be 
wise to drop these media and go into the one toward the righthand side 
which has a higher threshold, but also the advantage of a faster rise and 

a higher ceiling once the threshold is passed. 

% 

Choice of Advertising Strategies 

The media and appeals to be used are determined by the choice among 
advertising strategies. The best strategy is the one which is most appropriate 
to the sales goals of the company and the conditions imposed upon it by the 
nature of the market. With respect to durable goods, the advertiser might di¬ 
rect a part of his budget toward keeping present owners in a state of pride and 
satisfaction so that they will speak well of the product and repurchase it them¬ 
selves when the time comes. For a packaged product the advertiser might be 
concerned either with increasing the rate of use among present users or with 
increasing the number of users. The optimum advertising strategy will vary 
among these several types of situations. 

Perhaps the most fundamental of these advertising objectives is to get more 
users, but there are significant variations of strategy even with respect to this 
objective. To increase the number of users for his product an advertiser must 
first get people to try it, and then hold on to them against the competitive 
appeals of other products. Of those who respond to an advertisement in 
January and buy their first package of a product, something less than 100 per 
cent will be using the product in July. Alderson & Sessions and other organi¬ 
zations have made numerous studies of these two factors of number of tryers 
and retention rate and of the substantial shift of consumer preference back 
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and forth among brands in most competitive fields. Such studies show the 
largest percentage lost among tryers immediately after the first purchase and 
gradually diminishing percentages of loss after they have bought their second 
or third package and so on. This loss function can be expressed as an exponen¬ 
tial curve which first drops steeply, then gradually levels off. 



Chart 5. Increasing the Number of Users through More 
Efficient Advertising (More tryers versus higher retention rate). 


Let us make the reasonable assumption that theie is a loss 
month as, for example ^ ^ ^ ^ time and of these tryers a 

a number of readers t0 try J P duct for varyin g lengths of time. Chart 5 
portion wi .1 con mue advertiser who increases the efficiency 
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to use the product, by publicizing a succession of product improvements, 
or by suggesting tests of performance which can be applied by the user. The 
primary objective usually will be to secure the best possible result in terms 
of users remaining after the loss function has spent its force. 

The Ultimate Ideal and the Immediate Opportunity 

The great virtue of a comprehensive model is first in providing a framework 
for the use of the data we have, and secondly to determine the most useful 
directions in which to expand or improve the measurement data available. 

Eventually the most comprehensive advertising model will take its place 
as only one element in a still more comprehensive marketing model. This 
marketing model must provide for decisions about price policy, product 
improvement, choice of trade channels, and the deployment of salesmen. It 
must also enable the analvst and the executive to relate such decisions to ad- 
vertising decisions. The most comprehensive marketing model is in turn only 
one segment of an overall decision model for the business firm. There are 
some outstanding research groups now working on these overall models, in¬ 
cluding especially the group headed by Dr. Jay Forrester in the School of In¬ 
dustrial Management at the Massachusetts Institute of Technology. 

Not all of this elaborate analytical machinery will be brought to bear on any 
one advertising problem. The immediate opportunity, in fact, is to use the 
measurement data now available, making a modest and tentative beginning 
in fitting them into the relevant portion of the broad analytical framework 
which has been presented. Thus the formal analysis of advertising might be 
built up piece by piece. Parallel efforts would be going on to refine the data 
so that a complete analysis using a comprehensive model would eventually be 
practical. In the initial stage one analyst might confine himself to an investiga¬ 
tion of the loss function as applied to advertising for the products of a com¬ 
pany. Another might take the size of the budget as given and study the 
problem of allocation among media or appeals. A third might compare 
advertising strategies designed to obtain new users with those designed to 
increase the rate of use. 

I will venture to assert that measurement techniques in contemporary use 
can make a major contribution to both the productivity and the efficiency of 
advertising. With respect to any major advertising budget it should be possible 
to increase its effectiveness by 10% with relatively small expenditure for addi¬ 
tional research. Guided by models such as we have been discussing, market 
surveys and studies of marketing costs can be designed in such a way as to 
provide a good approximation of the advertising productivity curve and hence 
lead to a determination of the optimum size of budget. As to advertising effi¬ 
ciency the available measures may be faulty but still form the basis for rela¬ 
tive judgments. While waiting for more precise techniques to develop the 

advertiser has the means at hand to keep moving in the direction of progres¬ 
sive improvement. 


40/Research and Motivation 

Pierre Martineau 


It seems clear that research—especially that which deals with the behavior of 
consumers—can be of enormous help to the creative person in advertising. The 
author demonstrates how such qualitative research—as opposed to that type of 
research which relies heavily on statistics—can lead to better and more profitable 
advertising. 

My purpose in the previous chapter was to articulate the true objectives of 
creative people in advertising. Thereby I hoped to indicate much broader 
goals for advertising. Now I would like to show how the creative person him¬ 
self can be helped by deeper insights, into the nature of people, as advertising 
is learning to use the techniques and findings of the social sciences primarily 
through new research developments, and especially by motivation research. 

When I implied that the creative people should not be fenced in by formu¬ 
las and petty rules, I certainly did not mean that they should have a licence 
to go off completely in their own directions. They have to make effort perio¬ 
dically to see if their meanings are actually getting through to their audien¬ 
ces. No matter how sensitive and brilliant the creative person may be, there 
is no such thing as creativity without occasional failure. The only way never 
to fail is never to try to be creative. 

Without some systematic feedback from the audience, the creative person 
is relying completely on his own personal judgments, which means that in 
the final analysis he is being guided entirely by his own experience, his own 
introspections, his own hunches. He is necessarily looking at the world through 
only one pair of eyes, without making allowance for any differences whatever 
between people. The whole reason for sampling techniques in research is pre¬ 
cisely to make certain this doesn’t happen—to be sure that the problem is 

looked at from all representative viewpoints. _ . 

Each of us as a human being is walled in by his own individuality. >V' > n 
this trap of my own subjectivity, I just don’t see the world as a woman does, 
as a teen-ager does, as a person of another temperament does. My fun a- 
mental habits of perception will be colored by a number of powerful variab es, 
including social class, age, sex, personality structure, education, occupationa 
membership, degree of mobility, and so on. Even such a factor as re lgion 
bends a personality. There are very few Episcopalian farmers, Pres yterian 

Source : From Motivation in Advertising (Copyright McGraw-Hill Book Com 
pany, Inc., New York, 1957) pp. 26-39. Used by special permission. Pierre 

Martineau : Director of Research and Marketing, Chicago Tribune. 
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farmers, or Jewish farmers. A study of the backgrounds of American scientists 
revealed that a disproportionately large share were of Protestant background. 
No one knows what there is in these backgrounds that inclines people to¬ 
ward this instead of some other course, but the relationship clearly exists. 

Occupation is a curiously circular process. We are propelled or attracted 
to an occupation partly bv temperament and probably also by chance. But 
once w r e are part of that group, a whole structure of viewpoints is gradually 
internalized to become a part of our fundamental psychic system, so that 
we act and see differently in many regards than do persons in other occu¬ 
pations. Advertising people develop many mannerisms of temperament and 
perception which are different from the way in which engineers, doctors, 
railroaders, musicians, or teachers behave. And in advertising, creative people 
are different in many points of outlook and personality behavior from persons 
in administration, account work, media sales, etc. 

The point is that sometimes my introspections can be generalized outward, 
but more often than not I will be incorrect to assume that other people 
have the same motives and look at the world in the same way that I do. 
The fact that my hunches are right occasionally proves nothing. Even 
a broken watch shows the correct time twice a day. And common sense 
most definitely is no infallible guide. Common sense has been defined by 
scientists as that faculty which tells us that the world is flat. The problem 
is how to distinguish between common sense which gives the right answers 
and common sense which gives the wrong answers. 

Without in any way attempting to interfere with the function of the creative 
people, research should be of enormous help as a source of broad guidelines 
and fruitful insights. I don’t think that research in advertising has grown 
up to its real responsibilities yet. Very often it operates merely as a veto 
board, without making any attempt to be generative. 

Besides establishing a two-way flow of communication, another primary 
function of the researcher in advertising should be to sensitize the creative 
people to make them more aware of their own creative energies. They become 
aware of things which are not in the research, but they only become aware of 
these impulses because of what the research has opened up for them. 

2 

Motivation research is not offered as a new religion or a way of life. 
It is simply a different tool for supplying a multiplicity of “why” answers 
about human behavior which just are not available from any other source. 
The old-time one-angle portrait photographer’s camera stereotyped the sitter 
in one artificial pose; motivation research might be compared to a series of 
candid-camera shots. Instead of the camera’s dominating the situation, the 
person becomes the center of dominant interest. 

And the philosophy is different. People are not ingots or chess pawns, and 
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they do not behave in any mechanistic, static sense. On the contrary, as 
dynamic human organisms, they are changeable, suggestible, highly nonra- 
tional, motivated far more by emotion and habit and unconscious causes 
than by reason and logic. Every individual’s behavior in large part is shaped 
by the ideals and the pressures of his particular society, so that a knowledge 
of these interrelationships and social definitions is all-important for any real 
comprehension of basic causes. I drink orange juice, hot coffee, and cow’s 
milk instead of yerba mate or kvass simply because I accept the patterns of 
the society into which I have been born. 

These are the premises on which motivation research attempts to study the 
Whole Man. Each person is a dynamic individual, with his own inner world 
of highly individual experiences and feelings. The intellectual activities in 
his life are comparable to the skin of an apple; the heart of the apple is his 
emotional system. There is a constant interplay between his conscious and 
unconscious minds. In considering him as a totality, his psychic system be¬ 
low the threshold of consciousness must be included. And every individual 
is also tremendously influenced by the attitudes and demands of group life. 
He has to conform to the conduct and viewpoints of the larger society if he 
expects to lead a normal life and to be accepted by other people. 

Social scientists proceed on the assumption that “human behavior is deter¬ 
mined by human decisions; but these human decisions to act in some special 
manner, and not in another, are arrived at in an essentially nonrational man¬ 
ner.” This does not mean irrational, which would imply that there are no 
cause-and-effect relationships between the individual’s needs and situations 
on the one hand, and his goals and purposes for acting on the other. There 
are such relationships in his decisions; but they are mostly not pure logic at 


all.. - 

“Americans have been taught to think ‘rationally, and to insist that t ey 
do when they don’t. As a result, the ordinary individual goes out of his way 
not to realize the implicit nonrational social customs and systems in which 
he lives.” He is mostly unaware of the basic motivational systems steering 
his actions and forming his preferences, and his own reasoning on the sub¬ 
ject generally beclouds or conceals the real motives. It never occurs to him 
that his temperament is following some basic philosophy; yet this fact, whe¬ 
ther he is strongly materialistic, idealistic, realistic, or mystic, has bearing on 
his decisions and motives. And actually society is striving to make his social 

behavior so automatic that he isn’t even aware of it. 

Because the root causes of anyone’s behavior are often not apparent to the 
individual, the scientist has to develop many tests and procedures that will 
uncover these causes. Often he ends up in the odd position of haying the 
individual emphatically deny the scientist’s explanation of the individual’s 


motives. . , 

Here is the problem, then : How can advertising secure research msignts 

into human behavior for better guidance in motivation and communication? 
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How can our common-sense judgments be verified? How can we get out of 
the realm of guesswork and intuition to find out if our strategies are on the 
right track? How can we find out if our advertising appeals are really im¬ 
portant to people or not? 

Motivation research offers techniques and bodies of theory from the various 
humanistic sciences, particularly sociology, social anthropology, psychology, 
psychoanalysis, psychiatry, and social psychology. And I also find that 
semantics and various disciplines grouped under communication are extreme¬ 
ly relevant to our problems. Because they are studying human beings, the 
social scientists will never be as mathematically precise as the physical scien¬ 
tists or even the statisticians. But they do offer tremendously helpful guide¬ 
lines and insights, and after all, that is w’hat management and creative people 
need. 

All of the bickering about motivation research, particularly about statistical 
validities and psychoanalytic assumptions, is involved with the subject of 
tools. The controversies ignore the basic problem. Technicians are trying to 
understand things in terms of tools like statistics or dynamic psychology in¬ 
stead of recognizing what motivation reasearch is seeking to do—which is to 
understand people. This is the old fallacy of trying to resolve something in 
the easiest terms, and obscuring the problem. After the dust from all the 
objectors has settled, the problem still remains unanswered—namely, how 
do you get at these human beings and at the real causes of their behavior? 

The statistical researcher w T ho prefers to live in his completely quantifiable 
world is literally ruling out any attempt to probe this all-important problem 
area. By insisting on a rigidly structured study governed by precise validities, 
he is locking out everything but his preconceptions. Great creative ideas in¬ 
variably are the insights furnished by the subconscious mind. But there is 
no subconscious mind in an IBM machine. 

One of my scientist friends tells me that this is why he prefers to W'ork in 
qualitative research. With all its. imperfections, it still never loses sight of 
the problem. By contrast, quantitative research dissects the problem into 
small bits and pieces, and too often loses track of the primary objective— 
the seeking for new insights about people’s behavior. Lloyd Warner defines 
science as the art of sticking out one’s neck, by which he means that there 
must continually be new hypotheses advanced to be tested. Progress in 
science comes from the mistakes of people who have at least tried to open 
up new avenues for thinking. The pioneers are followed by the verifiers and 
the technicians, who reduce the new hypotheses to facts and methods. But 
without the pioneers, there are no new ideas or generalizations. 

Freud was one of the great pioneers of human thinking, and he wished to 
be remembered as just that : the creator of a new research tool for probing 
the unconscious mind. Psychoanalysis is a means to an end, not an end in 
itself. It is a means for explanation of the human being in much greater depth 
than ever before. Psychology as a science exists on two levels: the measuring 


504 


READINGS IN MARKETING MANAGEMENT 


level of observable and conscious behavior, and the study of the unconscious 
—which is by far the most important. Most motives come from the uncon¬ 
scious; it is the source of memory, intuitive judgment, personality structure, 
suggestion, imagination, attitudes, likes and dislikes. Freud fashioned a new, 
crude tool which opened completely different windows for peering into the 
psychic make-up of people, even though he fully realized that he was only 
rippling the surface of these dark waters. 

However, psychology is only one of the approaches in motivation research. 
The human individual doesn’t live alone. He develops as a personality through 
his interactions with the other people around him. It is from them also that 
he absorbs most of his general behavior patterns and attitudes, as well as the 
way he expresses himself emotionally. This is why he also has to be viewed 
as a member of various groups. He doesn’t respond to advertising without 
considering the attitudes of other people around him toward the product, and 
even toward the store. He will be influenced in large measure by what his 
friends and associates think. Several sciences like sociology, social psycho¬ 
logy, and social anthropology are important for turning up these group 
attitudes, the changing currents in the society, who initiates new tastes and 
how, the differences in attitudes between classes. 

It is also important to consider the individual is a member of a much larger 
society. He is an American; therefore he inherits a whole set of values 
a pattern of logic, a sense of time, a moral and aspirational code, no¬ 
tions of the family and of the woman’s place in society, a symbol system for 
communication, and so on. All of these are American values, not universal 
human laws. Often it is necessary to isolate these in proper perspective, parti¬ 
cularly for international advertising and marketing. This is the province of 

anthropology. . 

Anthropologists also approach the problem of personality differently than 

the psychologists. They want to know most of all how does the individual 
get along with other people. The pattern and the actual mathematical rate of 
interaction with other people are the crucial factors in personality structure, 

according to them. 

The point is that all of these disciplines belong in motivation research be- 
cause, each in a different way and yet concurrently through a closely over¬ 
lapping relationship, they contribute some light on that very obscure and 
complex thing we call human nature. 


3 

Because of the emphasis in our schooling, because of the formal attitudes 
of our society, we focus most of our attention on the superficial aspects ot 
conduct—on the rational part of a person’s life, on his conforming con uc , 
on the parts of his personality that he shows to the world when he is be¬ 
having himself. It is all-important that in advertising and marketing we 



RESEARCH AND MOTIVATION 


505 


develop techniques that will let us cut through these superficial aspects and 
give us much clearer ideas of the real person behind all the masks that he 
has to wear. It is high time we turned our eyes toward the nonrational, un¬ 
conscious, subjective, unformal, “feeling” side of his life. 

And her life, I should add. Because I think we have even far less under¬ 
standing of the springs of a woman’s psychic structure. Infinitely less of her 
mental life is turned over to the rationality and analytic thinking required 
of a man working at a job or profession. What is she really like within her¬ 
self? What is she actually thinking about as she sits for hours being bored 
by “man talk”? In a study on the new suburban housewife, each woman 
was asked to define the ideal housewife. Many of them never mentioned 
their husbands in their definitions. They idealized themselves as either the 
Mother or the Good Housekeeper, not as the Wife. When asked to state 
the source of their greatest satisfaction, they chose the area of motherhood. 
They were pleased with themselves for having successfully raised children, 
not for being satisfactory wives to their husbands. They saw themselves as 
individuals, as persons, not as appendages to men. 

Social scientists, philosophers, and biographers emphasize that the most 
revealing clues about the nature of any person are not the things he outward¬ 
ly says about himself but rather the kind of questions he asks, what he day¬ 
dreams and hopes about himself, and the role in which he conceives himself. 

How can we get some view, some insight into the private thinking and 
fantasies and wishes which are hidden within people behind the barriers of 
reserve and incommunicability ? 

Our own thinking is cluttered up with excess mental baggage, too much 
nonsense and inaccuracy that comes to us from the ideals for behavior and 
the poses that we are supposed to adopt in our society to be a right-thinking 
citizen in good standing with the village elders. But sometimes we have to 
take off our Sunday suits in order to accomplish our objectives—certainly if 
we expect to have clearer awareness of why people act like people. 

The credo of the Advertising Federation of America begins with the state¬ 
ment that good advertising aims to inform the consumer and to help him 
buy more intelligently. This is an admirable statement of principle; but if 
we only provided information, we would not accomplish what we set out to 
namely, to persuade people. Nowhere in the credo is expressed what 
every single competent advertising man is trying to achieve : the attachment 

of psychological associations to his product by combining emotive and esthe¬ 
tic appeals with the sales logic. 

The point is sometimes made by ethical objectors that motivation research 
is wrong because it will permit advertisers to manipulate people against their 
wills, to sell them things they don’t want and don’t need. This is a rather 
silly argument. .Wasn’t advertising trying to create wants long before moti¬ 
vation research was ever heard of? People didn’t realize they needed air con¬ 
ditioners, electric dishwashers, and power lawn mowers for their homes until 

64 
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advertising created the desires for these products. If motivation research 
will help us to be more efficient in our advertising appeals and techniques, 
certainly no one will insist that we should deliberately avoid the use of 
something in order to give the consumer more of a sporting chance. On the 
contrary, it would seem to me that the morality is all on our side if we can 
use our advertising expenditures more efficiently, if we can achieve more 
effectively what we have long since been trying to achieve. 

Actually, while there may be a time and place for many little polite fic¬ 
tions, there also comes a time when our own thinking has to be sufficiently 
acute to penetrate the fog of fictions and formal attitudes. Even if the social 
amenities insist that everyone ignore the very existence of sex, a doctor can¬ 
not proceed unless he recognizes that it does exist. And so do we in adver¬ 
tising have to be intellectually and intuitively perceptive enough to distin¬ 
guish between the stereotyped reasons and the actual realities. This is simply 
to state that whether in regard to advertising’s methods and purposes or to 
people’s behavior and motives, we should be intellectually skeptical enough 
to probe considerably below the level of the common-sense reasonings, the 
accepted popular notions, and even the individual’s own report of his con¬ 
duct. Motives and motivation mean all the elements in the causes, both con¬ 
scious and unconscious—all the feelings and attitudes. 

For the purposes of advertising, however, we are primarily interested in sing¬ 
ling out only those motive forces which are manageable by the creative people. 
Many obscure and complex factors which may be important clinically are 
just too subtle for the creative people to reckon with. Cigarette research 
reveals that masochistic tendencies (deliberately hurting oneself) are important 
motives in smoking, but for the advertising man this leads nowhere. 

We are also concerned not with any individual s peculiar motives but wit 

forces which are common to broad groups and types of people. . 

Most scientists today feel that there is no such thing as a single pure 
motive for anything. There are many dominant motives and suboidinate 
motives which may be involved in people’s acts. There is a tremendous in¬ 
terpenetration of motives also. They influence one another in considerable 
deeree One motive can block out another motive entirely, as happens when 
a person becomes angry or frightened or thirsty. Mostly, however, they exist 


side by side. . 

And actually there is no completely stable aspect to motives. What I may 

feel impelled to do today may be changed tomorrow by circumstances, or my 
own mood may be different. My motives when I feel exuberant and cheerful 
can be very much changed if I feel downcast or depressed. And the direc¬ 
tion my motives finally take may be quite different, depending upon whether 
I am prosperous or hard up. However, in a general sense, there is a definite 

consistency in motives. .. . . 

Attitude means the readiness of the mind to react to a situation in one 

given way. If anyone mentions burglary, communism, horse racing, or chit 
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labor, my mind is all prepared. An attitude can be a motive, but a motive 
can be many other things besides an attitude. 

The word “personality” is used somewhat differently by the scientist than 
it is by the layman. To the scientist, personality means the sum total of any 
individual's whole psychic structure, conscious and unconscious, which in¬ 
cludes all of his experiences from birth until death. Hypnosis can dig out all 
sorts of past experiences which apparently have been long forgotten but 
which still remain far below any recallable level. Yet all these long-forgotten 
experiences may play a part in shaping an individual’s conduct. 

Personality is construed to exist on at least three levels, and motivation 
research is trying to reveal as clearly as possible the motives involved with 
a product or institution from each level. There is an outer layer, which is 
the aspect of a person that others see. When we think of someone as amiable 
or morose or overbearing, this is simply the side of himself that he shows to 
the world. It is by far the least important. It is an abstraction of inner 

causes. Much of this behavior is put on and taken off like a robe as we 

deliberately try to make ourselves agreeable to other people. Also, we will 
change depending on the role we are called on to play at a particular moment. 

The same woman can be a stern mother to her children, a compliant lover to 

her husband, an unpleasant bargain hunter to her tradesmen, an ebullient 
companion to her friends, and a scheming striver to her country-club set. 

This is why it is completely wrong to define any person by a trickle of 
adjectives describing a few of his or her surface aspects. “Personality” sig¬ 
nifies the architecture of the whole person. 

Within every individual is also that private conscious world where he 
spends 75 per cent of his mental time but which he almost never reveals to 
anyone else. I have carried certain daydreams with me from childhood on 
that I never expose to other people. My wife and I can tour happily for 
hours without speaking, myself enjoying my own reveries, and she, it is clear, 
also living with her own thoughts. My children develop their own barriers 
of reserve right under my nose, so that at times we are even embarrassed 
with each other, as strangers are. 

This is much more than daydreaming, of course, I don’t discuss my status, 

ambitions and frustrations, although this is a very active thought area for 

middle-class Americans. I devote considerable thought time to my job striv- 

ings, to the problems of my children, to my acceptance or rejection by new 

friends or work associates. But conventions and, probably, an inability to 

articulate my real feelings operate to keep me from expressing myself on 
such subjects. 

Then of course there is in every person that vast area of the unconscious 
which is so important as a source of motives and behavior but about w’hich 
we know so little. The basic structure of the individual’s personality is fairly 
well organized by the age of four or five, yet obviously it is impossible for 
any adult to reconstruct the infantile experiences which shaped his own 
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blueprint. How is it possible for him to see objectively the body of social 
attitudes functioning in any product area—as, for instance, why men still 
cling to such completely useless clothing features as lapels, buttons on sleeves, 


cuffs on pants? Or why we Americans drink iced tea but rarely hot tea, 
why we forbid coffee to youngsters, why we use cough drops but not snuff 
(when both serve the same purpose)? 


The point is, of course, how can we peer into the individual past this 
superficial facade which he presents to the world? Flow can we see in 
systematic form the framework of social attitudes in these product areas 
which the individual accepts without ever thinking about? How can we 
explore for the possibility of differences in these attitudes and motives 
existing between personality types, social classes, mobile and nonmobile 
persons? How can we sense the existence and the significance of the under¬ 
lying currents in the society, such as the preference for brighter colors, for 
“lightness” in foods and beverage, for casual styles, trends, and drifts which 
leave some products stranded high and dry and catapult others to dizzy 
sales peaks ? 

Any competent researcher knows it is difficult to get at answers to this 
type of question. The ordinary consumer is generally very inarticulate about 
his motives, or perhaps he doesn’t even recognize them himself. If you ask 
the typical motorist why he chooses to patronize a certain gasoline station, 
he generally singles out “convenience” as the dominant reason. Yet a recent 
gasoline motivation study indicated that “cleanliness” above all else was 
the primary attribute most wanted in a service station. 

In this gasoline study, we probed to see if the various symbolic designs 
and color schemes used by the different refineries had any meanings in them¬ 
selves or if they were simply pretty color and attentional devices. Certainly 
they play a central part in the physical totality of any station. William 
Henry of the University of Chicago, who conducted this research, showed 
very clearly that two of the color motifs and station symbols Standaid Oil 
of Indiana and Mobilgas—communicated very definite meanings important to 
gasoline sales, even when entirely divorced from any identification with their 
product. Standard’s color motif and torch design set off a highly positive 
series of references to patriotism and the Olympic games which definitely 
contributed an important aura of high moral responsibility and goodwill. 
Mobilgas’s winged horse generated associations of powder and speed. Some 
other gasoline symbol systems had equally high recognition value but aroused 
no meaningful associations at all. 

All of this was occurring at an unconscious level. The consumer was not 
aware that these meanings were being communicated to him. In any area 
there is a similar amount of unconscious impression going on. It is useless 
to ask a person directly for these meanings. How could the average individual 
accurately grasp such subtle nuances of meaning when he characteristically 
stumbles over gross facts? A study by the National Opinion Research Center 
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asked people a series of questions which could be checked against official 
records. Of those who stated that they had library cards, 45 per cent actually 
did not. Nineteen per cent of those who said they had driver’s licences did 
not. Eleven per cent of the people with automobiles gave the wrong make 
or year of model. 

Motivation research turns to a number of techniques in trying to 
understand these areas whose existence the individual does not suspect, in 
which he is inarticulate, or in which he is apt to give the wrong answers. 
“Depth interviews” are free conversations pointed in the general direction 
of the problem and its various component elements. The purpose is to cast 
as wide a net as possible to learn what is on the individual's mind, to deter¬ 
mine the kind and quantity of feeling involved (which is not apparent in 
“yes-no” questioning), and to note if anything in the unguarded conversation 
contradicts the expressed attitudes. 

Rarely does the interpreter take a person’s first statement at face value. 
Very often it is the unsaid which is most significant. And often the point is 
pieced together from several different interviews. 

For instance, in the study of the new suburban housewife mentioned 
above, almost invariably the women formally gave as their reason for moving 
to the suburbs the stereotyped answer about wanting more room and fresh 
air for the children. But as they talked further, it was crystal clear that a 
far more powerful motive was the wish to escape from the loneliness of 
anonymous big-city apartment life, the hope that they could integrate them¬ 
selves into networks of friends. Repeatedly they stated that the neighbor¬ 
hood rather than the house was their first concern. 

“Projective tests” are another revealing tool. There are numerous variations 
of these tests, but all of them are built on the principle of presenting the 
individual with some ambiguous unfinished situation which he has to com¬ 
plete. He unconsciously reveals the way he looks at the world by his responses. 
He “projects outward” his attitudes and feelings* There are no right and 
wrong answers, so he doesn’t have to pose and give any expected response. 
Some of these projectives are capable of quantification by their general tone 
and meaning, and are relatively simple to interpret. But others require highly 
skilled and sensitive interpreters, and while they afford extremely revealing 
glimpses of the individual’s psychic structure, they are much too obscure 
and unstructured in their fullest implications for any exactness. 

The sentence-completion test presents the individual with a series of 
incomplete sentences, which he has to finish. Typical of this approach are 
these sentence stems from our gasoline study: 

A car that really has a getaway.... 

High octane in gasoline gives.... 

Rocket fuels in gasoline.... 

A good gasoline.... 

My car needs.... 
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From these and similar sentence completions, it is possible to see that 
most people believe that getaway is a function of the car rather than of the 
gasoline; that the “zoom” and power claims are received with considerable 
indifference or skepticism; that people really do not understand how to 
distinguish one brand of gasoline from another except with the use of 
terminology from the advertising, which they cannot precisely define, and 
which is not really the basis of their brand selection. 

Apart from the rather obvious directions that the meanings will indicate, 
sometimes the rich or thin quality of the associations has considerable 
significance. In a motivation study of building materials, the completions of 
the stem, “A lumber yard is.. .revealed only the most meager kind of 
associations, such as “a place to buy lumber.’' In contrast to the buying 
pleasure and curiosity associated with other retail outlets, the lumber yard 
is seen as a dull, uninvolving warehouse for boards. 

Another frequently used projective is to have consumers tell stories 
around picture situations roughly related' to the problem. In a study of 
cigarette smoking, a picture of a young girl with an older woman was 
shown. People were told that the girl had asked her mother if she could 
start smoking, and they were requested to assume that they were the parent. 
What would they say? From the tenor of the answers could be derived four 
perfectly clear-cut attitudes which our society holds on the subject, even if 

they are almost never articulated: 

1. Cigarette smoking is bad, with moral implications. 

2. Smoking is worse for young girls. 

3. Smoking is denied to immaturity. 

4. Few people praise the smoking habit. 

We showed a man standing against a wall with the ground littered with 
cigarette butts. The resulting stories revealed how closely we associate 
cigarettes with high tension: “The man’s wife was having a baby”; “He was 
nerving himself to see a doctor about an operation”; “He was bracing himself 
to ask for a job.” Almost like a medicine, cigarettes are used for relief of 
tension—which is purely a psychological property. 

Getting people to fill in cartoon “balloons” is another helpful projective 
for digging out seldom expressed attitudes. In a study of toilet soaps, which 
are advertised almost totally to women, we wanted to know if the typical 
husband was happy about having to use the soap which his wife in effect 
bought for herself and then said to him, “You use this too.” In a variety of 
ways we showed that the man strongly resents this situation. Over 70 per cent 
of the women also revealed awareness that a man resents his wife’s brand 
of soap as being too feminine (“perfumed,” “sissy,” “not strong enough )• 

In another study we sought to determine whether the wife had any hand 
in initiating home-maintenance projects. We explained the cartoon as follows: 
“This husband and wife are talking about some decorating or home repairing. 
What would they be saying?” Analysis of the balloon responses from men 
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and women indicated that both sexes believe that the woman initiates most 
of the projects even though all the retail advertising and merchandising of 

building materials is directed to men. 

Frequently we can see these unexpressed feelings bv asking which sharply 
defined types of people can be identified with a certain product or store or 
institution. We might specify doctors, truck drivers, movie actors, society 
women, bankers, grandfathers, waitresses, immigrants—types that embody 
popularly held notions about a definite psychological character, an age level, 
or even a clear-cut station in the power system of society. Or we may say 
that brands and companies often have a personality, as persons do, and ask 
the subjects to specify what traits they think apply to these given choices. 
We may ask them to match certain qualities with different brands, or we 
may present them with a forced-choice situation, such as “young-old,” 
“masculine—feminine,” “modern—old-fashioned,” “active—quiet,” “cigar 
cigarette smoking.” 

“Fun-loving,” “curious,” and “easy-going” are consistently picked out 
as descriptions of the working-class woman who patronizes mass depart¬ 
ment stores. The middle-class woman, on the other hand, does not see herself 
as fun-loving; her self-conceptions revolve so strongly around “moral,” “res¬ 
ponsible,” “serious” as to subordinate the notion of fun. 

In addition to many other ingenious projective tests, there are certain 
scaling devices designed to measure the intensity of attitudes. While all of 
these approaches are admittedly crude instruments, they are extremely illu¬ 
minating and fruitful for pushing far past the barriers of inarticulation and 
ordinary verbal responses. Obviously the indicated course is to try to corro¬ 
borate and clarify these fresh insights w r ith more straightforward and quanti¬ 
fiable research wherever possible. But motivation researchers generally feel 
that their most useful function is that of breaking the ground on new fron¬ 
tiers and of supplying broad indicated directions, of advancing new assump¬ 
tions, new frameworks for thinking. 

To illustrate what a wealth of usable and rich insights motivation research 
offers to advertising and marketing, I w T ant to detail the findings of several 
specific studies in succeeding chapters. Although these are necessarily dealing 
with concrete and therefore limiting product problems, they illustrate the 
potentialities of this type of approach. They show also how this research is 
cumulative, each study contributing some general principles which help us 
to a clearer understanding of human motives and human communication. 

But any specific studies have to be set in a general frame of relationship to 
other knowledge. Drawing from the social sciences and also from a great 
many other specific studies, I shall try to show the psychological and com- 
municational climate in which advertising operates. 


In such a frame, the reasons for buying anything will, I hope, acquire a 
completely different meaning. And the workings of advertising as a commu¬ 
nication process will take on a very different purpose. 



411 The Application of Social Science 
Findings to Selling and the 
Salesman 

Samuel N. Stevens 0 

In this article the author, an industrial psychologist, shows how information 
from the behavioral sciences can be applied to sales activities. He presents, 
with considerable clarity, pertinent psychological information about the 
salesman as well as about his sales environment. 

In one of the most penetrating studies of America as a civilization, 1 Max 
Lerner defines the distinguishing characteristic of our American tradition as 
“the emphasis placed on dynamism.” “This dynamism,” he observes, “cannot 
be chastely selective, with its elements chosen or rejected on the basis of 
class outlook and political belief.. ..The fact is that the American experience 
has operated in every area. There has been the dynamism of the pioneer and 
the mechanic, the independent farmer and the trade-union worker; of the 
toolmaker, the inventor, the financier. There has been the dynamism of the 
‘company men’—the managers, the factory organizers, the salesmen who have 
made the irrepressible practical imagination of Americans world-famous.” 

The psychologist, the sociologist and the economist have all recognized 
that the saga of American success is vested in the willingness of men of 
vision to dare to dream, and of hard-headed entrepreneurs to take the calcu¬ 
lated risk. At the center of our business enterprise has been the man who 
sold the products of our mines, rivers, forests, and factories. Since the early 
days of the twentieth century, when the American people began to develop 
needs beyond the most primitive, it has been the peddler, wandering over 
the countryside with his cart of wares ;the drummer, traveling by horse and 
buggy to visit the general stores along the highways and byways of our coun¬ 
try; and the fast-talking, lone-wolf specialty salesmen who, even as they sold 
their goods, created expanding needs and opened up ever larger markets. It 
is no exaggeration to say that, from an economic point of view, selling has 
been the most dramatic symbol of American dynamism. And the salesman 


1 Max Lerner, America as a Civilization (New York : Simon & Schuster, 1957). 

Source : From Aspects of Modern Marketing, AM A Management Report No. 15 
(New York : American Management Association, Inc., 1958), pp. 85-94. Samuel 
N. Stevens : President, Stevens, Thurow' and Associates, Inc. 
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has been called the last but most enduring social symbol of a restless, hungry, 
growing American culture. 

A HISTORICAL PERSPECTIVE 


In the early years of the twentieth century, the psychologist and the econo¬ 
mist were the social scientists most interested in selling as a social phenome¬ 
non and the salesman as an economic factor in modern society. From 1900 
to 1925, the psychologist’s interest in these areas was focused primarily upon 
three problems : 

1. The selection of men who would succeed as salesmen. 

2. The psychological nature of selling as a form of behavior. 

3. The training and supervision of the salesman as aspects of learning and 
motivation. 


During these years, advertising, sales promotion, and what there was of 
market research were thought of primarily as supporting mechanisms for the 
payoff work of the face-to-face salesman. In 1907 Walter Dill Scott 2 publish¬ 
ed the first systematic analysis of the problems of advertising and selling from 
the psychological point of view. From that time until the present, the books 
and articles written on the subject have been legion. The fact that much of 
th’s literature has been superficial, trite, and sterile need not cause us to 
overlook the important facts which underlie the problems as they were defin¬ 
ed by both the psychologist and the economist. 

The first important research in the selection of salesmen was carried on by 
Walter Dill Scott for the American Tobacco Company. Scott’s search for 
important differences in the psychological characteristics of good and poor 
salesmen and of salesmen and non-salesmen was a pioneering effort. The fact 
that no significant results were achieved should surprise no one with any 
time perspective, for instruments capable of the precise measurement of in¬ 
dividual differences in areas of sales significance did not then exist. Since 
that time, of course, the persistent quest for psychological understanding in 
this area has met with more success. Gradually we have developed a valid 
analytic concept of the sales environment and reliable instruments for the 
measurement of most of the important differences which distinguish the per¬ 
suasive, hyperkinetic individual who can sell from the more analytical less 

aggressive person who will find more stable occupational patterns more 
congenial. 

The interest of psychologists in the problems of training and motivation 
began to be expressed in research form after World War I. The impressive 

D,]1 SCOtt ’ ThC Psychol °Z lJ of Advertising (Boston : Small, Maynard & Co., 
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psychological instruments and the greater understanding of the psychology of 
learning developed through research on military problems during the war led 
both professional and business men to be overly optimistic about the success¬ 
ful application of these tools and insights to the sales training situation. Yet 
continued research in the field of communication has since produced a body 
of technical and scientific knowledge which has taken most of the guesswork 
out of the organization of materials for sales training purposes. And the 
growth of clinical psychology, with its intensive studies of the personalities 
and social motivations of individuals, has made the supervision of salesmen a 
much more creative management function than it had been possible to achieve 
through the purely statistical and analytical approach taken prior to World 
War I. 


SOCIO-PSYCHOLOGICAL CHARACTERISTICS 
OF SALESMEN 


At this point, let us consider, in rather general terms, the major conclu¬ 
sions which social scientists have reached in regard to the social and psycho¬ 
logical characteristics of salesmen; later, we shall deal in the same manner 
with conclusions reached in regard to the sales environment. 


1. There is no significant relationship between intelligence-test scores and 
sales success. The requirements for ability to learn, to solve problems, and 
to adjust quickly to the sales situation obviously differ widely in practice, 
depending upon the nature of the product, the type of selling involved, the 
competitive nature of the market, and many other such factors. Specialty 
selling and engineering selling, for example, make such different demands of 
the salesmen that they can hardly be classified as being of the same order of 
experience. 

2. No significant relationship has been found between independent mea¬ 
sures of personality traits and sales success. Many of our classical notions 
of what makes a salesman do not appear to have any validity when put to 
psychological test. As selling has become more professional, the successful 

salesman has become less of a stereotype. 

3. No correlation exists between age and sales success. Many research 

studies have revealed that, in companies which have established fairly rigid 
age ranges for the selection of salesmen, these standards have been almost as 
frequently ignored by the field sales managers as they have been recognized. 
The simple fact is that age, although theoretically related to maturity, is not 
absolutely correlated with it. In short, many young men are more mature 
than older men. 

4. There is no correlation between measurable character traits and sales 
success. Many “typical” character traits ascribed to salesmen since the early 
days of the hard sell have been found to have little basis in reality. We find 
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that the traits which make for success in selling are the same as those which 
win the approval of employers in other occupations. 

5. There is no significant correlation between level of education and sales 
success. Respect for education as an important tool in selling has grown by 
leaps and bounds. There has, in fact, been a tendency to set artificial levels 
of educational achievement for many sales positions. Yet careful statistical 
analysis of the educational backgrounds of individuals who are succeeding as 
salesmen reveals no such firm relationship between the amount of formal 
learning and the strict educational requirements for success in a given sales 
job. This does not mean that education is of no importance; it simply re-em¬ 
phasizes the fact that there are many factors other than education which ulti¬ 
mately determine the success or failure of the salesman. 

6. No significant correlation exists between level of sales activity and sales 
success among individual salesmen. This finding may be very difficult for 
many sales managers to accept. By tradition as well as bv inclination there 
has been an understandable tendency for managers to believe that increased 
day-to-day activity will more or less inevitably produce increased sales volume. 
Theoretically, this is, of course, correct : A given man with a given selling 
method will produce more through sustained activity. Yet the fact is that 
attempts to increase the level of sales activity generally contribute less to in¬ 
creased sales volume than an equal amount of attention directed toward im¬ 
proving the selling method. Research clearly indicates that better selling 

techniques applied to carefully selected prospects are more likely to produce 
results. 


7. Each of the above factors has significance when studied in relation to 
all of the others in individual salesmen. While no one of the factors cited 
above-age, education, personality, level of activity, and the rest-seems to 
have predictive significance, research indicates that when such social and 
psychological variables are studied in relation to one another the resulting P ro- 

les are valid guides for the selection of men who are likely to become suc- 

o\rl] U ■ sa esmen * was not unt il a very large number of important psycholo- 
L?hnH /“"Jr 15 h3d bee " devel °P ed and sophisticated statistical 

Secure siln-fi ° f ^ had COme into bein § that we able to 

sales Dotent!f a T y H r6SUltS fr ° m ° Ur r6Search in the valuation of 

faitor! U ay lf 15 P0SSibIe t0 COmbine the S0CiaI and psychological 
actors in such a way as to determine with considerable accuracy in advance 

of employment, the likelihood of success in selling. 

8 . Such study as that indicated in paint 7 above can provide a useful tool 

for selection and development. When, on the basis of research which com- 

pares the successful with the unsuccessful salesmen, a profile is built which 

reflects the unique characteristics of the successful men, it becomes possible 

to upgrade the sales force progressively through the use of the profile as a 
critical standard for the selection of new men. 

9. Salesmen are more likely to succeed when chosen with regard to the 
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kinds of customers they will deal with than in terms of the types of products 
sold. We must recognize that the salesman does not operate in a vacuum. He 
works in a sales environment in which he and the potential customer are im¬ 
portant factors. When the salesman is compatible with his customer, he has 
a much greater chance of success than when he is not. Therefore, an impor¬ 
tant part of the analysis upon which a sales profile is based should be a study 
of the kinds of customers the potential or prospective salesman will deal with. 

10. Salesmen differ from non-salesmen in four important ways : 

a. Salesmen are persuasive rather than critical. 

h. Salesmen are intuitive rather than analytical. 

c. Salesmen have higher average energy levels (expressed in activity). 

d. Salesmen are more strongly motivated by the desire for prestige, 

power, and material gain than by a service ideal or the need for 
security. 

11. Salesmen s interests cluster around a dominantly persuasive common 
core. Almost all of the important research into the interests of salesmen and 
marketing people substantiates this finding. The role of secondary interests 
varies with the nature of the product sold and the peculiarities of the sales 
environment itself. For instance, people engaged in technical and scientific 
selling almost always have a secondary interest that is either engineering 
or scientific, or both, while a man who is successful as a feed salesman will 
have a range of interests of relatively minor strength compared with his 
persuasive interest. In both cases the product and the sales environment 
give validity to the interest pattern. 

These points represent the major findings of research on the socio-psycho- 
logical characteristics of salesmen. The extent to which a manager of 
salesmen can creatively and imaginatively apply this knowledge in finding 
and developing men who can sell is the measure of his managerial success. 

NATURE OF THE SALES ENVIRONMENT 

Turning our attention now to the environment in which the salesman works, 
let us consider those environmental characteristics which psychological 
research indicates contribute most strongly to successful selling. 

1. An atmosphere of mutual compatibility must be achieved. As we have 
already indicated, it is wise to select the salesman with primary considera¬ 
tion for the kind of customer he will deal with. When this is done, one of 
the most important aspects of natural environmental compatibility is realized. 
When the salesman knowingly plans his call to meet the convenience of the 
customer and makes his presentation in terms of known customer needs, a 
further development of a compatible environment takes place. Finally, the 
achievement of a mutually agreed-upon sales decision involves the realiza¬ 
tion by both the customer and the salesman of an increased sense of personal 
worth. Compatibility therefore begins with a sense of community between 
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salesman and customer based on congenial personality factors; it develops as 
a skilled salesman molds the sales environment; and it achieves its climax 
through the experience of a heightened sense of personal worth as a sales 
decision is mutually arrived at. 

2. The customer's attention must be focused on the salesman and his 
message. The psychological factors involved in the making of a sale have 
long been recognized. The structuring of the sales environment so that the 
salesman and his message become the focal points for the attention of the 
prospective customer is one of the most widely acknowledged fundamentals 

of sales training. 

3. An atmosphere of permissiveness must be established by evoking a felt 
need on the part of the customer. Successful selling results when the sales 
environment is permissive rather than hostile or indifferent. Usually, such a 
positive, permissive environment is achieved as a direct result of felt need 
on the part of the customer. 

4. The natural aggressiveness of the salesman must be channeled to enhance 
the customer’s ego; it should not be allowed to express itself in self-assertion, 
dominance or hostility. We must recognize that in any sales situation there 
is an element of psychological competition and a striving for ego-dominance 
on the part of both the salesman and the customer. That salesman is most 
likely to be successful who is able to achieve control by enhancing the ego 
of the customer rather than by asserting his own dominance. 

5. An atmosphere conducive to decision and action toward the resolution 
of the customer’s felt need must be established through the development of 
feelings of satisfaction and profit. The closing of a sale has long been consider¬ 
ed the central problem in sales training. A great deal of research has been 
devoted to determining the most effective techniques by which the customer 
can be led to sign on the dotted line. Whatever the techniques recommended 
by the professional experts in the field, one essential psychological condition 
must be achieved. This may be described as the resolution of felt need 
through the development of feelings of satisfaction and profit. The psycho¬ 
logical as well as the economic benefits of affirmative action in line with the 
desires and recommendations of the salesman become compelling conditioning 
factors to direct action. 

The good salesman is aware, implicitly, of these things. He has an intuitive 
feeL for them. A subtle aspect of sales training is the development of an 
explicit understanding of these factors, so that the salesman can manipulate 
the sales environment with more sureness and awareness. 

BASIC SELLING TOOLS 

There are a number of basic tools with which the salesman must be 
equipped in order to implement the social science findings described above 
In the way that will be most productive for his particular company and its 
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particular products. In general, these basic tools are of three maior types 
as described below. 

1. Technical product knowledge . Tangible and concrete information 
concerning his company’s products, processes, and services constitutes the 
salesman’s basic tool. This type of knowledge can be effectively communicated 
to salesmen in groups by means of demonstration and discussion, or indivi¬ 
dually by means of well-prepared brochures, booklets, and the like. Adequacy 
and correctness of product knowledge must be constantly checked and 
evaluated by the sales supervisor. Research has revealed that many times 
the failure of the salesman is the result of inadequate or incorrect product 

knowledge. It cannot be assumed that because a salesman is told once he 
will remember forever. 

2. Ad mini st rati ve techniques (organization of territory, development of 
call pattern, record keeping, etc.). Good sales management today attempts 
to develop wisdom and know-how in this area through extremely concentrated 
training and close face-to-face supervision. It is not natural for a salesman 
to consistently reorganize his detailed knowledge of territory changes; neither 
will he readily accept the discipline of highly structured call patterns; and 
he simply is not temperamentally suited to the correct maintenance of a 
large number of records. The better the man is as a salesman, in fact, the 
less congenial he is likely to find the necessity for close and constant record 
keeping. Management, therefore, must develop a number of highly effective 
motivational methods to secure the kind of cooperation from the salesman 
that good sales control requires. 

3. Group training (face-to-face sales strategy and motivation, demonstration, 
directed practice, side-by-side field practice). Many studies have been carried 
on to determine the relative effectiveness of field demonstration and role 
playing in teaching selling strategy. The consensus at the present time is 
that both of these methods are highly effective. In view of the central psycho¬ 
logical principles we have discussed, it is clear that the salesman must do 
in order to learn. Listening and observing are, of course, forms of doing, yet 
they do not have the same efficiency-producing effect as actual field perform¬ 
ance under observation. It does not seem likely that there will ever be an 
effective substitute for side-by-side field practice carried on sympathetically 
by the sales manager and his salesman. 

CHANGING TIMES, CHANGING NEEDS 

Today, only a small segment of the total sales environment presents a 
congenial condition for direct selling. The needs and wants of the consuming 
public are being predetermined through the use of advertising and sales 
promotion in magazines and on radio and television. In the consumer 
area, for example, the sales merchandiser no longer deals directly with a 
customer; instead, he deals with a buyer or a buying panel. His problem 
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is not to influence the ultimate consumer to buy, but rather to convince the 
professional buyer that the other functions of marketing have already created 
a demand for the product, and that he can profitably make precious shelf 
space available. This situation presents the consumer salesman with an 
entirely different challenge, to meet which he requires an entirely different 
selling approach. He must be able to talk technically in terms of frontages, 
shelf space, product movement, supporting promotions, the economic effects 
of couponing, the secondary services which the manufacturer will render 
the distributor, and the influence of displays on the impulse buyer. 

In the industrial field the same kind of problem exists, although it has a 
slightly different psychological context. The industrial salesman must sell to 
a professional purchasing agent who has received his product specifications 
from some other company official. As a result, the industrial salesman must 
establish friendly relations with management users in order that they will 
specify his product when requisitioning through the purchasing office. With 
regard to the psychology of selling, this means that the industrial salesman 
must be a good public relations man and a good service engineer far in 
advance of the occasion of actual felt need on the part of the business. 

It becomes obvious that today’s salesmen are not entrepreneurs but 
professional communicators, working within the framework of a fairly rigid 
management system. Thus, they are not wholly dependent on individual per¬ 
formance or productivity for income or economic advantage. The psycho¬ 
logical problems, therefore, not only continue to be related to the selection 
of the kind of man who will accept the challenge of professional persuasive¬ 
ness in a highly structured situation but also have to do with the develop¬ 
ment of techniques by which the use of incentives and internal and external 
motivations can be rationalized and made effective. The salesman must be 
able not only to understand his product and his customer but to relate 

this understanding to the economics of marketing and to such institutional 
problems as pricing and profit. 

The typical problems which interest the psychologist and the sociologist 
today derive from an appreciation of the dynamic elements which comprise 
the marketing complex. “Motivation research” is a phrase symbolic of the 
new focus of interest. Projective techniques, as applied to both the salesman 
and the customer, are new devices. The nature of the corporate image, the 
power of the brand name, and the maintenance of a consumer franchise 
are all attracting the research time and interest of the social scientist. 
Morale studies, as they reveal the attitudes of salesmen toward the sales 
process and the company product, are assuming new and increased signi¬ 
ficance. The professionalization of sales training—with its highly operational 
definitions, its use of double and sometimes triple stimuli as learning facilita¬ 
tors, and its dynamic implementation of other incentives than money alone— 
is of increasing socio-psychological importance. 

Hovering over these more highly individualistic problems are many which 
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have to do with the sheer economics of distribution. The costs of doing busi¬ 
ness today threaten to eat up the ever-narrowing margin of profitability. Basic 
and applied research on products, packaging, and production techniques take 
an increasing toll from the consumer’s dollar. Fringe benefits, pensions, and 
unemployment compensation involve added administrative costs which throw 
the traditional corporate concepts of doing business out of balance. These 
considerations cannot fail to affect the salesman and his selling effort. 

TOWARD A PSYCHOLOGY OF MARKETING 

Clearly, great changes have occurred in our economy during the past 15 
years. The impact of these changes must be appreciated if sales management 
is to meet the challenge. The economic and social character of the mid-twen¬ 
tieth-century marketplace is the direct result of the fact that American dyna¬ 
mism has continued to work steadily toward the adaptation of our capitalistic, 
competitive society to the increasing complexities of a worldwide revolution. 
The more complex our economic society becomes, the more unstable it is. The 
greater our economic resources to>meet our expanding needs are, the more 
fierce competition becomes and the more critical the role of selling appears 
to be in the marketing complex. 

Free enterprise, symbolized by the freewheeling entrepreneur of an earlier 
day, has been subject to many social and political controls. Government has 
assumed the role of the father-protector of the consumer. Sheer economic 
power is no longer looked upon with approval by many highly-placed 
Government officials. Efforts to place limitations on competition through the 
use of arbitrary economic power have been most vigorous at the very time 
when competition itself has been most bitter. The very tentative and uncer¬ 
tain balance between demonstrated need and capacity to produce is in 
constant danger of being lost. We observe, with a growing sense of frustration 
and concern, a spiraling gross national product and a tightening margin 

of gross profit. 

It is in the light of these dynamic changes that mid-century selling has 
been forced to become an integral part of a large and more complex 
economic process. We call this larger process “marketing.” In an earlier 
day, advertising, sales promotion, credit and deferred-payment plans, and 
product development were supplementary aids to direct selling. Today these 
functions of marketing are themselves aspects of a total sales effort, and 
face-to-face selling is no longer the dominant causative factor in the distribu¬ 
tion of goods. 

This transformation is not entirely accepted by salesmen and their sales 
managers. Many of the frustrations now being experienced are the direct 
result of the failure of sales management realistically to adjust the role of 
the salesman to the changing patterns of modern marketing. Unless new 
insights are quickly gained, we may find ourselves in a declining economy. 
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We may see a depression in the midst of plenty—a “profitless prosperity”, 
as some have ominously called it. 

Because selling has become marketing and because the entrepreneur 
salesman has of necessity become a professional, the need for more exact 
and more discriminating selection of sales personnel has become more 
pressing than ever. Our research into the characteristics of the “new” mid¬ 
twentieth-century sales-marketer has produced results which are most 
encouraging. The selection profiles which we have developed, in both the 
consumer and the industrial fields, reflect the changes in the sales job and 
in the characteristics of the successful salesman. 

We are sure that, at most levels of selling, the sales-marketer must be 
more cducable and have a higher intelligence potential than the salesman 
of the past. He must be less of an individualist and more of a team player. 
He must be as strongly motivated for personal success as salesmen ever 
were. He must be a more disciplined person, with greater control over his 
energy output. He must be more of a student, using his fund of marketing 
and sales knowledge with greater intuitional skill. He must be capable of 
more precise analysis of the marketing variables which affect his sales effort, 
and he must acquire additional skills in organizing, planning, and scheduling 
his sales work. 

It will be obvious to all thoughtful sales managers that this type of sales¬ 
man will require more guidance and will profit more from well-scheduled 
training. His economic requirements will be greater. His chances for pro¬ 
fessional growth will have to be more carefully spelled out. Sales super¬ 
vision will require a higher degree of real managerial leadership. From every 
point of view it is reasonable to suggest that, as selling becomes marketing, 
it also comes of age. An expanding economy and an enlarged opportunity 
for personal financial achievement go hand in hand. 

The psychologist and the sociologist may become true servants of man¬ 
agement as they assist it, through research and consultation, in achieving 

increased understanding of the nature of the marketing process and the role 
of the salesman in it. 
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421 How Many Salesmen Do You Need ? 

Walter }. Semlow 


Field selling—often the major part of the marketing budget—needs to be 
subjected to rigorous scrutiny. There are many ways to make this operation 
more efficient. The author gives a number of practical suggestions on how to 
approach this important decision-making area. 

For all our progress in developing total marketing concepts and ways of 
integrating and coordinating the elements of the marketing mix, the practical 
marketing manager still faces some basic operating problems which are as 
difficult today as they were twenty years ago./Perhaps one of the most 
elusive of these management problems is that of deciding how many dollars 
to spend on the selling effort. Thus your own common sense may indicate 
that more salesmen are needed in your field organization; determining how 
many more are required to optimize the volume-expense-profit relationship 
is quite another matter. Or, conceivably but less probably, the same problem 
might arise in connection with reducing the size of the sales force. 

(j General selling expense, of course, is made up of many different items of 
cost. It includes the salesmen’s salaries or commissions, the field and home 
office supervisory and clerical costs, the advertising and sales promotion 
expenditures, travel outlays, convention expenses, and many other items. 
Since the direct and indirect cost of maintaining a field sales organization 
is often the major part of total selling expenses, a method of determining 
the optimum number of salesmen required to develop the most profitab e 

selling effort is most desirable.^ . 

From this point on, let us think specifically in terms of increasing the sales 

force. In getting at the answer to this problem there are certain well-known 

factors involved with which every marketing manager is familiar. For example: 

Some increase in total sales volume results whenever another salesman 

is added. 

Increasing the number of salesmen by, say, 50% will produce something 
less than a 50% increase in volume, except in very unusual cases. 

Where a company’s sales volume is below its capacity to produce, the 

profit margin on additional volume is substantial. 

When sales volume approaches plant capacity, a decision must be made 
by management as to investment in plant expansion. If plant capacity is 
to be expanded, it will generally be a substantial addition, and increased 
sales effort and expense will be called for to utilize this new capacity. 

Source :From Harvard Business Review, vol. 37, May-June, 1959, pp. 126-132. 
Walter J. Semlow : President, Barrington Associates, Inc. 
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Somewhere there is a point in adding salesmen (and field selling expense) 
beyond which it is uneconomical to go in the pursuit of volume. 

The problem is to evaluate these factors in relation to your own business 
and to determine exactly how many salesmen you should have and what 
can be forecast as improvement in operating profit from adding more salesmen, 
both with and without plant expansion. 

NEW METHOD 

Since this article proposes a method for determining the optimum num¬ 
ber of salesmen, it might be well to ask the question: “Optimum in terms 
of what?” Certainly more than just the highest dollar sales volume. The 
highest dollar profit? Or the highest profit in percentage on sales volume? 
Or the highest profit in percentage on investment? The method presented 
here gives the answer to each of these questions. However, though there 
might be cases where total dollar profit is more important than percentage 
of profit on investment, the latter yardstick is the one considered to be 
controlling in this analysis. 

Basic Assumptions 

Before discussing the process by which to determine your future needs 
in number of salesmen, it is necessary to make certain simplifying assump¬ 
tions: 

(1) You are not already obtaining a top-heavy share of the sales volume 
in your industry. 

(2) Your business is one wherein sales manpower face-to-face with custo¬ 
mers is a major factor in your selling job compared to advertising and other 
marketing adjuncts. 

(3) A substantial increase in your sales volume would not bring your share 

of industry volume to a point where unhealthy retaliation by competitors 
would be incited. 

(4) You have, or can, develop market potential data which will tell you 
what percentage of your total sales volume should come from each geogra¬ 
phical area if all areas were to be worked with equal efficiency. 

(5) You have a sufficient number of salesmen, at present, to provide a sound 
background for statistical analysis. 

Simple Formula 

. J ou are now P re P ared to begin to develop, through a combination of 
judgment and mathematics, the exact point at which it will no longer pay 

you to add another man to your field sales force. The formula for arriving at 

t is answer is simple; the only problem is getting the necessary facts to make 
it work. Here it is: 
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S(p)-C>0 
Where : 

S = sales volume that each additional salesman will be expected to produce 

P —the expected profit margin on this sales volume 

C = the total cost of maintaining this salesman in the field 

When the cost of adding the last additional salesman equals the profit 
on the sales volume he is expected to bring in, you have reached the end 
of the road. In fact, as the formula indicates, you have passed it. Since 
there is little sense in just trading dollars, the formula requires the profit 
to exceed the cost. 

Two of the three pieces of factual information required in this formula 
can be obtained quite readily from accounting records: (a) the operating 
profit margin on each dollar of added volume, and (b) the total cost of 
maintaining each additional salesman in the field. This latter item should of 
course include the increased administrative, supervisory and clerical costs, 
not just the direct salary and travel expenses of the salesman. 

Practical Dimensions 

The sales volume which one additional man might be expected to produce 
is not so easy to determine, and the method presented hereafter is aimed at 
assisting in this determination. It is well known that, in general, if two men 
are put into a territory where only one man worked before, the total volume 
from that territory will increase. The crucial question, of course, is: How 
much will it go up? Having the answer to that question we can make a 
logical approach to determining the best number of salesmen for a com¬ 
pany. Of course, putting two men in a territory where there was one man 
before and increasing manpower 100% is too oversimplified. We must also 
know what volume to expect from 1% or 10% or 40% more salesmen. 

There is no universal answer to this question which will apply in all ways 
to all companies. The factors involved will differ from company to company. 

In the illustrative analysis that follows, it is assumed that each present sales¬ 
man would produce in any given area as much as any other salesman. Of 
course, this would not be true man-to-man because of variations in indivi¬ 
dual ability, but since our only purpose in making this assumption is to 
determine average performance in territories of various sizes, the assumption 
is sound as long as the present sales force is large enough to provide a 
reasonable statistical sample. This, of course, was one of our preliminary 
stipulations. 

It is also assumed that each new man added would be, on the average, as 
good a salesman as the present average man. Now, of course, this will be 
true only after the new man has been trained and has gained some experi¬ 
ence, and only if our standards of selection and training are maintained, but 
it should be true over a period of years. 
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As in most analyses of what would happen by changing one element in a 
complex situation, it is convenient to consider all other elements as fixed. 
In this case, the variable with which we are concerned is the number of 
salesmen, so that the fixed elements are the other parts of the sales operation, 
except only as they may vary directly with the number of salesmen. 

Finally, for the sake of simplicity, it has been assumed that the competitive 
situation is relatively equal in all territories. If, in any particular case, this 
assumption, or any of the above assumptions, is obviously in error, adjust¬ 
ment can be made for such variances by management’s seasoned judgment. 
We must seek first to establish the overall dimension before adjusting it to 
the realities of individual situations. 

Required Figures 

The first step in this analysis is to determine the sales potential for each 
salesman’s territory. (The determination of territory potentials is a vast and 
varied subject in itself, and it is not intended here to outline or discuss 
how to determine these potentials; the method will vary with each company 
and often with each product.) For the purposes of this analysis, territory 
potential should be expressed in per cent of the total area to be worked. 
The data on potentials should be broken down by small geographical units, 
both to permit determination of potentials for present existing territories, 
and also for any future territories that might be set up. 

Having determined the potentials by individual salesmen’s territories, the 
next step is to compile the actual sales performance in each territory in 
dollars—preferably over a long enough period of time to eliminate abnormal 
sales situations from year to year. Now divide the dollar sales in each territory 
by the per cent of potential in each territory. This will give the dollar sales 
for each 1% of potential, which is the key figure in the analysis. 

It may be generalized that a large number of salesmen cultivating many 
small territories will provide a larger total volume than will only a few 
salesmen covering large territories. This does not mean more profit neces¬ 
sarily; but, at the moment, we are only concerned with determining how 
much more volume past experience indicates will be produced by adding 
a certain number of additional salesmen. 

The method of application follows naturally. Let us see how it works, 
using actual figures. 

ACTUAL CASE 

This type of analysis has been made for several companies of varying size, 

ranging from 12 to 200 men. In general, it has been found that the larger 

the sales organization, the more accurate the results. The example chosen for 

presentation here concerns a relatively simple organization of 25 one-man 
territories. 
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In Exhibit I these 25 territories have been listed in the order of their 
petcentage of total potential. Casual inspection of the exhibit reveals that 


Exhibit i. Basic Factual Data Pertaining to 25 Salesmen’s 

Territories (In Thousands of Dollars) 


Territory 

designation 

Size of territory 
in per cent of 
total potential 

Total sales 
per territory 

Sales per 1% 
of potential 

1 

11.89% 

S351 

' S29 

2 

9.53 

300 

31 

3 

7.68 

244 

32 

4 

6.36 

179 

28 

5 

6.07 

393 

65 

6 

4.78 

200 

42 

7 

4.75 

192 

40 

8 

4.64 

312 

67 

9 

4.58 

169 

37 

10 

4.10 

187 

45 

11 

3.75 

218 

58 

12 

3.42 

210 

61 

13 

3.33 

151 

45 

14 

3.08 

186 

60 

15 

2.65 

234 

89 

16 

2.61 

235 

90 

17 

2.56 

194 

76 

18 

2.50 

398 

160 

19 

2.16 

208 

97 

20 

1.86 

344 

185 

21 

1.83 

288 

158 

22 

1.80 

140 

78 

23 

1.43 

252 

177 

24 

1.39 

346 

250 

25 

1.25 

257 

206 


100.00% 




there is a marked increase in the sales per 1% of potential as the territories 
decrease in potential. However, this trend is not uniform territory by 
territory. There are many irregularities. This is natural, for individual sales¬ 
men may vary greatly in ability and experience, and some territories may 
have been worked longer than others. 

It is desirable before proceeding further to even out these irregularities, 
thus producing a smoother average trend of sales volume per 1% of potential 
for territories of varying size. These irregularities can be smoothed out by 
statistical methods, but it is probably easier to employ graphic methods. 
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Even if the statistical method is used, it is better to transfer the results to 
graphic form for further analysis. 


Exhibit ii. Relationship between Sales Potential per Territory and 

Sales Volume per 1% of Potential 



Accordingly, the data in Exhibit I have been plotted on Exhibit II, and 
an average trend line has been drawn substantially below the performance 
data for several of the smaller territories. These have been disregarded since 
they are known not to be typical for varying reasons. Some of them are 
located close to the home office and have been cultivated actively for many 
years. Others are known to have a large part of their potential in a few big 
accounts which are responsible for a substantial volume. Other territories 
are covered by unusually experienced and capable salesmen. It is in the 
interest of conservatism to set aside, so far as possible, such known unusual 
situations and to draw the trend line to fit the “typical” territories, extending 
it to very large and very small territories by estimation. 

The termini of the curve are estimated on the basis of (a) how much 
business might be secured if the company had an infinite number of salesmen 
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(zero potential per salesman) and (b) how much business it would do if it 
had only one salesman. While going to such meticulous extremes may seem 
pointless, it provides “perspective” in drawing a practical trend line. 

Analysis of Potential 

From this trend line on Exhibit II, sales volume per 1% of potential for 
varying sizes of territories has been transferred to Exhibit III. From this 
exhibit it is apparent that the company’s volume increases with the number 
of salesmen, for the sales volume per 1% of potential increases as the 
territories get smaller. 


Exhibit hi. Computation of Projected Total Volume with Varying Numbers 

of Salesmen (In Thousands of Dollars) 


Number 

of 

salesmen 

Size of territory 
in per cent of 
total potential 

Sales per l X 
of potential 

Total sales 
volume 

Sales per 
average 
salesman 

200 

0.50£ 

$190 

$ 19,000 

$95 

150 

0.67 

180 

18,000 

120 

100 

1.00 

160 

16,000 

160 

80 

1.25 

141 

14,100 

176 

65 

1.54 

122 

12,200 

188 

50 

2.00 

100 

10,000 

200 

40 

2.50 

80 

8,000 

200 

30 

3.33 

60 

6,000 

200 

25 

4.00 

50 

5,000 

200 

20 

5.00 

40 

4,000 

200 

16 

6.25 

33 

3,300 

206 

13 

7.70 

30 

3,000 

231 

10 

10.00 

27 

2,700 

270 


It is also apparent that the average salesman will produce about the same 
volume of business, whether he has a 2 territory or a 5 0 territory. Of 
course, if territories are made very large, then the individual salesman’s 
volume will probably increase somewhat as he “skims the cream” from this 
territory. On the other hand, the salesman has just so much time and energy 
to put in, and doubling the size of his territory will hardly double his effort. 
In other words, adding to his territory will not add materially to his personal 
sales volume unless his present territory is restrictively small and he is 
transferred to a much larger one. 

Varying the Volume 

Once the total sales volume that might logically be expected from varying 
numbers of salesmen is determined, it becomes necessary to compute the 
profit that can be derived from various sales volumes. This can be estimated 
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from a breakeven chart and study of working capital and estimated plant 
investment requirements at different volume levels. 

It is reasonable to expect that the profit margin will vary with the level 
of operations, since certain fixed costs concomitant with increases in plant 
investment are to be expected. In this example, the amounts of fixed costs for 
various levels of sales volume are estimated thus: 


Volume levels Fixed cost 

Up to $8,100,000 $ 600,000 

$8,100,001—$12,300,000 800 000 

$12,300,001 — $16,100,000 1,100 000 

$16,100,001—$19,000,000 1,300,000 


From the breakeven chart it can be figured that the margin available for 
profit and variable selling expense is 35% of sales volume less the fixed 
expense incidental to that volume bracket. For example: 

If sales volume were $8,000,000, this margin would be found by finding 
35% of the volume ($2,800,000) and subtracting the fixed expense for this 

volume of $600,000 to yield a $2,200,000 margin. For a $10,000,000 volume 
this figure would be $2,700,000. 

The dollar profits before the variable sales expenses for a number of 

possible volume levels are shown in the third column of Exhibit IV. It should 

be noted that these profits increase with sales volume (Column 2), although 
at a declining rate. 


Exhibit iv. Determination of Operating Profit with Varying Numbers 

of Salesmen (In Thousands of Dollars) 


t Column 3 minus Column 4 

67 


Number 

of 

salesmen 

Estimated 
total 
company 
sales 
volume* 

Operating 
profit before 
variable 
selling cost 

Variable 

selling 

cost 

Operating 
Profit f 

Total 

investment 

Operating 
profit on 
sales 
volume 

Operating 
profit on 
investment 

200 

$19,000 

$5,350 

$4,000 

$1,350 

$17,600 

7.1% 

7.7% 

150 

18,000 

5,000 

3,000 

2,000 

17,200 

11.1 

11.6 

100 

OA 

16,000 

4,500 

2,000 

2,500 

14,400 

15.6 

17.4 

80 

14,100 

3,835 

1,600 

2,235 

13,640 

15.8 

16.3 

65 

12,200 

3,470 

1,300 

2,170 

9,880 

17.8 

22.0 

50 

A A 

10,000 

2,700 

1,000 

1,700 

9,000 

17.0 

18.9 

40 

A A 

8,000 

2,200 

800 

1,400 

6,200 

17.5 

22.5 

30 

6,000 

1,500 

600 

900 

5,400 

15.0 

16.6 

25 

20 

16 

5,000 

4,000 

3,300 

1,150 

800 

555 

500 

400 

320 

650 

400 

235 

5,000 

4,600 

4,320 

13.0 

10.0 

7.1 

13.0 

8.7 

5 4 

13 

1 A 

3,000 

450 

260 

190 

4,200 

6.3 

4.5 

10 

* From Ex 

2,100 

hihit ITT 

345 

200 

145 

4,080 

5.4 

3.6 
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We must now establish the cost of maintaining each salesman in the field, 
covering not only the salesman’s personal income and travel expense, but 
such other; variable expenses as home office staff, advertising literature, 
technical service, and any other expense increments incidental to adding 
one more man to the field force. This has been estimated at $20,000. 

Profit on Investment 

As noted at the beginning, probably the most important yardstick for 
determining the optimum number of salesmen is the profit return as a per 
cent of the investment. Total investment at any volume level is considered 
to consist of plant investment plus working capital requirements. 

In this example, we have assumed that the working capital requirements 
are 40% of sales volume at all volume levels; that present plant investment 
is $3,000,000; and that the present plant will service a maximum sales volume 
of $8,100,000. The additional plant investment required for various volume 
levels has been estimated as follows: 

Incremental 

Volume level investment 

$8,100,000—$ 12,300,000 $2,000,000 

$12,300,001—S16,100 ; 000 3,000,000 

Over $16,100,000 2,000,000 

We have now established the volume which might be expected from any 
given number of salesmen; the profit that might be earned from this volume, 
the total investment required for such volumes; and the cost of maintaining 
each salesman. From this data, the following must be computed. 

Net dollar profit which will accrue with varying numbers of salesmen. 

Per cent of profit to volume of sales. 

Per cent of profit on the investment. 

These figures are presented in Exhibit IV; the same data are shown 
graphically in Exhibits V and VI. 

Optimum Number 

The exhibits allow us to study the relationships of volume and profit, and 
to pick the optimum numbers of salesmen in the light of our goals and 

objectives. For example: 

If the goal is total dollar profit, the company should have approximately 
100 salesmen. 

For maximum return on investment or profit on sales volume, the optimum 

number is shown to be about 65 salesmen. 

Now, since the company has 25 salesmen in the field, and with all other 

factors in the problem remaining constant as in the past, the answer to t e 


i 
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problem of how much to increase the sales force becomes 40 salesmen for 
return on investment (75 salesmen for total dollar profit). 

This example has been drawn from an actual situation, in which case the 
analysis had the happy result of resolving conclusively rather firmly fixed 
differences of opinion in management regarding the expansion in sales man¬ 
power which should be planned. The differences ranged from a conservative 
20% to an optimistic 100%—a situation not too unusual in many manage¬ 
ments. In this case it was shown that at least doubling the field force 
definitely was not a fantastic idea. 


Exhibit v. Relationship between Number of Salesmen and 
Total Sales Volume and Total Operating Profit in Dollars 



NUMBER OF SALESMEN 


Irregularities in percentage curves are due to increased plant investment 
d corresponding fixed costs as volume reaches certain points. 


Lest the reader think that this method does not apply to his business 
wouM not 7 t0 7 K, hat : hUe th6re afe 3 nUmber °f businesses where It 
and does serve! Totor Mel' ‘ ^ Where k has worked 
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The method has been successfully applied in furniture, mill supply, paper 
converting, stationery, and other lines where the market is diversified, the 
potentials can be established with reasonable accuracy, and the number of 
salesmen is sufficient to provide adequate performance data. 

It would be most difficult to apply it to companies manufacturing steam 
turbines, locomotives, defense products on Government contracts, or in any 
case where the direct selling activity is characterized by a few relatively large 
accounts and only a few salesmen. 

Balancing Factors 

While, in the example given, it is evident that the company would make 
the most money on investment with 65 salesmen, it does not follow that it 

Exhibit vi. Relationship between Number of Salesmen and 
Percentage of Operating Profit to Sales Volume and Investment 



NUMBER OF SALESMEN 

should increase its sales force by 40 men immediately. It must be remembered 
that it was assumed that each of these 65 men will be as productive as each 
of the present 25 men. This should be true eventually but will certainly not 
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be true in the first or second, or perhaps even the third or fourth, year of 
their employment. Therefore, the rate at which the company should move in 
increasing its sales manpower will depend on how much investment it can 
afford to make. For example: 

If the new salesman can be expected to produce only $50,000 net new 

volume in the first year, he will provide only $17,500 of profit, and at a cost 

of $20,000. Thus, the company will have a remaining investment of $2,500 
in this man. If he produces $100,000 in the second year, his profit contri¬ 
bution in that year will be $35,000 at a cost of $20,000 or a net profit of 

$15,000. (This assumes that the addition of this man will not require any 

new plant investment.) 

This question of how fast to reach the desired goal can only be answered 
by the individual company. In the case of the specific example discussed 
above, the decision was to add five men per year for the next five years, 
at which time the situation would be restudied. This decision was based 
on the time required to hire and train men, as well as the company’s financial 
ability to invest in organization expansion. 

CONCLUSION 


It must be re-emphasized, in conclusion, that this method of analysis will 

not be applicable to companies whose selling programs do not resemble the 

list of basic assumptions on which the method rests. Moreover, in cases 

where the assumptions do apply, the method must be adapted to each com- 

pany’s individual situation and used in a realistic and practical awareness 

ot the differences in some territories and in some salesmen. 

On the other hand, when used intelligently by marketing management, 

his way of analyzing the problem does provide a means of coming to grips 

with the persistent question: How many salesmen do you need? More 
specifically: 

It provides a way of looking at the problem that takes into account realistic 

goa s of profitability in terms of sales volume and, even more important, 
investment. 

, J 1 « thC ° b,ec J tives of one important part of the marketing mix to 
the total financial and productive capacity of the firm. 

When applied to the individual case, it gives management both a target 

rules byThict " „ a artg,‘,". bUS '° eSS '" aMS ' me " , thi “ h » s h » d 

II is simple and direct enough in approach to appeal to practical manage- 
men, men and as such should help them to apply judgment more soundly 



43/ Basic duties of the Modern 
Sales Department 

Eugene J. Kelley and William Lazer 

The marketing concept has considerable implications for the management of the 
field force. The author of this article argues that sales managers must look 
beyond quotas and calls per customer and integrate their activities with those of 
other marketing areas. How this integration can best be accomplished is discussed 
in some detail. 

How should the marketing concept affect sales management and the field 
sales force? What should the modern sales department contribute to its 
company’s success? 

Sales department responsibilities increase under the marketing concept. 
Sales personnel, at both the managerial and field levels, are asked to broaden 
their area of interest and “raise their sights.” 

Under the marketing concept, salesmen are urged to look beyond quotas 
and calls per customer, and assist the other levels of the company in achiev¬ 
ing clearly defined objectives. The marketing concept emphasizes this 
interaction and inter-relationship of selling and other marketing-related 

activities. 

The sales manager and field sales force must now perform important 
management functions. An increasing number of companies are insisting that 
their sales managers demonstrate an ability to plan and execute creative 
field sales strategy and to integrate sales activities with the other elements 

of the marketing mix. 

In short, the marketing concept is resulting in a re-evaluation of the nature 
and scope of the sales department. 

Sales Manager’s Duties 

Under the marketing concept, the sales manager is concerned with manage¬ 
ment of the total sales effort. His job consists of more than recruiting, 
selecting and training salesmen. His major responsibility is one of creating a 
growth atmosphere and planning and coordinating sales force strategy in 

order to achieve company objectives. 

Sales management operating under the marketing concept recognizes 
innovation and experimentation as the essential ingredients of sales and 

Source : From Industrial Marketing vol. 45, April, 1960, pp. 68, 70, 74, 78. 
Eugene J. Kelley : Professor of Marketing and Associate Dean, Graduate School o 
Business Administration, New York University. William Lazer : Professor of Market¬ 
ing, Michigan State University. 
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marketing progress. Under this concept, sales management realizes that change 
not only produces problems, but also presents marketing opportunities. 

The duties of sales managers operating under the marketing concept fall 
into two broad areas : (1) sales administration, and (2) sales force manage¬ 
ment. 

Sales administration includes the planning and organizing functions, such 
as determining sales potentials, programing sales effort, coordinating sales 
inputs, and controlling sales outputs. In addition, the increasingly important 
functions of sales innovation, sales communication and sales research arc 
sales administration responsibilities. 

Sales force management includes the important functions of recruiting, select¬ 
ing, training, supervising, compensating and motivating the field sales force. 

Both sales administration and sales force management are of crucial import¬ 
ance. To date many sales managers have done a better job of recruiting, 
selecting, and training salesmen, than they have of executing their sales 
administration responsibilities. In the future various pressures of competition, 
innovation, automation, high fixed costs and changing markets will force 
increased emphasis on sales administration. 

Sales Strategy Emphasis 

The modern sales manager is concerned with the strategy inherent in a 
total approach to overall sales. He still has the bread-and-butter tasks of 
achieving quotas and directing salesmen in the accomplishment of predeter¬ 
mined objectives; but he also is charged with helping to create market accept¬ 
ance, establish brand or corporate images, provide research information, 
develop marketing manpower and establish harmonious dealer relationships. 

The vital role of the sales manager in achieving corporate goals is emphasized 
in the marketing concept approach to sales strategy. 

Two Dimensions 

Marketing has two dimensions. First, marketing is an increasingly significant 

element in the total complex of business operation. Management makes a 

marketing decision after consideration of its effect on the whole business 
system and the overall objectives. 

Second, marketing is an integrated sub-system. The marketing program is 
comprised of a mix of communications, distribution elements and goods and 
services “inputs.” The essence of an integrated marketing program is that 
managerial attention is given to coordinating the interacting elements of the 
marketing mix to achieve pre-determined goals. 

It is not possible for a sales manager to understand the true dimensions of 
marketing change if he thinks only in terms of traditional sales management 

functions. Thinking of marketing as a cooperative effort—as a “system”_ 

enables him to understand the place of sales in the total marketing effort. 
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Total Sales Perspective 


Actually, sales operate within a framework determined by various forces 

e y.°. the contro1 of management. These include competitive, social and 
political forces. Sales managers will have to be more sensitive to the influence 

on sales strategy of these forces. Non-business discipline such as psychology 

and sociology can be useful in supplying information on the external business 
environment. 

A sales manager with a total sales perspective is less likely to see a parti¬ 
cular problem as an isolated entity. For example, the problem of sales com¬ 
pensation is appraised in its relation to other components of sales, such as man¬ 
power development, selection, training, motivation, supervision and control. 

Sales managers able to think in terms of how the field sales force is affected 
by the flows of information, money, and manpower are needed. These men will 
be in a better position to execute the policies of marketing-minded corporate 
managements. Since sales management will be working under this “systems con¬ 
cept ’ approach understanding it will be a prerequisite for advancement. 

Salesmen’s Duties 

The systems concept should be important to salesmen as well as sales 
managers. This is particularly true if the salesman’s job is seen as that of 
managing a market area. If, on the other hand, the salesman is looked upon 
as an order taker, the concept is not applicable. 

An increasing number of companies are realizing that the job of the sales¬ 
man has strategic and innovative dimensions, just as does sales force manage¬ 
ment. Many salesmen are faced in their own territories with problems of goal 
determination, planning and long-run market development. Acting in these 
capacities, the field man is a manager of a market area. 

The distinction between a salesman and a manager of a market area is 
important; it is the difference between viewing salesmen as employees or as 
members of management. More important, it affects the way the salesman 
sees his own job. Under the market area management concept, the creative, 
strategic, and innovative powers of the field sales force are more likely to be 
tapped and utilized. In short, the market area management concept of field 
selling can bring about a fundamental change in the character of the sales¬ 
man’s job. 

This new conceptual outlook of the sales job is not easy for some managers, 
or some salesmen, to accept. Viewing salesmen as managers at first blush 
seems to de-emphasize the importance of present managers. Actually it does 
not. It raises the sights of managers to higher strategic and planning levels. 

It may be the means of greater understanding and growth for present mana¬ 
gers as well as one way of releasing the inherent creative energy of a force 
of salesmen. 
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A man’s ability to maintain this subtle but fundamental perspective in the 
management of his territory or his sales force is a basic criterion of his 
development potential for higher positions of managerial and administrative 
responsibility. 


Elements of Total Sales 


It is important for corporate success that sales personnel view the inter¬ 
action of marketing elements as a single system. Many successful and sophisti¬ 
cated sales managers have been aware that change in one component of 
sales action has an impact on the rest of the system. But organized, syste¬ 
matic, and intensive attention to such interaction is relatively new in market¬ 
ing and selling. 

. The three components of the overall marketing effort which are particularly 
relevant to sales management are: input, communications and output. 

1. Inputs .. Market planners and field sales planners must recognize that 
such resources as manpower, money, information, products and service are 
the “inputs” of the sales action complex. The concept of assembling pre¬ 
determined inputs to achieve specified sales objectives is a useful notion. 

2. Communications . . Communications with the customer and the com¬ 
pany are key contributions of. salesmen to total sales. The complexities of 
communications in sales are just beginning to be recognized. Salesmen must 
overcome the barriers of time, space and lack of knowledge to produce a 
sustained flow of meaningful information. Sales communication links the 
customer and his needs with the salesmen’s firm. 

The sales manager has the important assignment of coordinating this 
information flow. The sales manager links not only management to the sales 
force, but also the customer to higher management levels. This is one of the 
key concepts of the marketing management philosophy. 


3. Outputs. . Sales managers can be appraised in terms of a variety of measur¬ 
able outputs. The most common, of course, are volume and profit standards. 
These criteria will always be fundamental, but others are being recognized as 
important. Such contributions as the type and quality of information provided 
or management planning are becoming more significant bases of evaluation. 

•, r t e f S ,° f TV 131 ] lnterest for a11 participants in the sales program can be 

m fin e L a fi ,f V P “ n ? er the “ systems ” approach to sales. The sales- 
t , 3 h r fi t e d ‘ s , m ° re llkeI y to see how his efforts support and supplement 

to see S T “ ^i™ ° ffice ' The headc l uarters specialist can be helped 

to see that it is the salesman who produces the markets which insure cor- 
porate survival and growth. 

The idea of teamwork is easier to establish when all components of sales 
are recognized as contributing certain inputs which will be combined with 
other contributions to produce a pre-determined set of sales outputs. ‘ - 
68 


538 


READINGS IN MARKETING MANAGEMENT 


Scope of Concept 

This concept of the sales action complex is also a way of looking at new 
areas of market opportunity. 

In an era when technology is developing new products and new product 
applications at an accelerating rate, it behoves marketing and sales manage¬ 
ment to investigate the possibilities of “systems concept’ 1 selling. 

In fact, many firms can view markets not only in terms of single companies 
but as complex business “systems.” It is possible that a number of new 
products can be introduced simultaneously on a “systems” basis. The Air 
Force, for example, finds it necessary not only to buy individual products, 
but to purchase complete weapons systems including supporting service 
facilities. 

And the same cooperative attitude should also carry through into manu¬ 
facturer-dealer relations. 

Many manufacturers do not recognize the mutual dependency aspects of 
their relations with suppliers and dealers. Frequently, distributors and manu¬ 
facturers fail to recognize the community of interest involved in serving 
customers. How many manufacturers see their dealers as part of an extended 
sales system? Many say they do, but often unnecessary conflict exists where 
cooperation should prevail. 

Conclusions 


The specific benefits of the adoption of the systems approach to sales 
management are : 

1. Coordination of the corporate, marketing and sales efforts. 

2. Integration of volume and profit targets established by the company 
with the operating activities of sales management. 

3. Establishment of a circular and continuous relationship between cor¬ 
porate objectives and customer wants, needs and desires. 

4. Combination of all sales inputs into an integrated marketing thrust. 
Through coordinated impact on the market place, effective and efficient sales 
action will result. 

5. The systems concept approach requires sales management to achieve a 
perspective of marketing and corporate activities extending beyond the normal 
activities on such functions as production, purchasing and personnel. 

6. The approach promotes teamwork. Decision makers at various corporate 
levels recognize the ramifications of their decisions at all levels. The sales¬ 
man executing tactics in particular sales situations recognizes the contribution 
to the field sales team made by the men who devise sales strategy. 


VI/THE MARKETING 
ORGANIZATION 




441 Marketing Orientation and Emerging 
Pattern s of Man agement and 
Organisation 

David G. Moore 


The characteristics of a market-oriented organization differ substantially from 
one which is production-oriented. In this article the author discusses the charac¬ 
teristics of each type of organization and analyzes the shift which is taking place 
toward the market-oriented organization. 

In this paper, I shall attempt to show the relationship between a marketing 
orientation in management and certain emerging patterns of organization 
and administration in industry. Unfortunately, I find myself involved in an 
exercise in organization theory. I trust, therefore, that you will bear with 
me if I wander occasionally up devious paths, and, in some instances, over¬ 
simplify in order to make particular points. 

Much of what I have to say represents a reinterpretation or more ex¬ 
tended analysis of studies qf organization made at Sears, Roebuck and 
Company intermittently from 1941 through 1951. These studies were con¬ 
ducted among several hundred operating units in Sears, including not only 
retail stores but mail order plants and factories as well. The initial aim of 
these studies was to identify factors influencing employee morale; but, for 
various reasons, our objectives were expanded over a period of years so 
that we were ultimately concerned less with employee satisfaction as such 
and more with the broad functioning of the organization in all of its many 
socio-economic phases. 

CONCEPTS OF SOCIAL ANTHROPOLOGY 
APPLIED TO ORGANIZATION 

Our analysis of organization was based primarily on a conceptual frame 
of reference provided by social anthropology. It might, therefore, be useful 
to review briefly certain social anthropological concepts since these will 
enter into our discussion later on. The point of view of the social anthro¬ 
pologist is drawn, as you know, from his studies of primitive, relatively 
self-contained societies. It is not surprising, therefore, to find him viewing 

Source : From Frank M. Bass (ed.), Marketing Orientation and Emerging Patterns 
of Management and Organization (Chicago : American Marketing Association, 1858), 
pp. 102-109. David G. Moore : Professor of Management, Michigan State University. 
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social organization as an interdependent, functionally interrelated system. 
In traditional, homogeneous societies, there is a manifest organic unity 
which cannot be denied. The technology merges into the social organization, 
which in turn is sanctioned by the religious and philosophic system. Each 
element of the society is bound together with every other element in inti¬ 
mate relationship. No single element can be understood separate from the 
others. Thus, the social anthropologist tends to concentrate his attention 
on functional interdependency and to view society as a kind of living system 
which maintains a certain equilibrium or balance among its many and diverse 
segments. 

Now, while this rather organismic view of society is not as appropriate 
to the discordant, complex, dynamic confusion which we call modern civiliza¬ 
tion, as it is to small, homogeneous, primitive social systems, it is extremely 
useful in analyzing industrial organizations. Here we find functional inter¬ 
dependency more or less imposed by management in its quest for coordi¬ 
nation, efficiency, and control. There is an underlying logic to industrial 
organization growing out of management's conscious efforts to gear the 
various functions to the overall strategic aims of the enterprise. Thus, we 
find organizations evolving in systematic ways as management attempts to 
relate one function to another and cope with new problems as they arise. 
We find the typical industrial organization held together by an intricate 
syllogistic pattern in which there are certain major premises or strategic 
ideas from which a whole series of minor premises are deduced in an orderly 
and predictable fashion. 

The social anthropologist also views society as having a structure con¬ 
sisting of various positions. In primitive, traditional societies, each posi¬ 
tion requires of the individuals in it particular ways of behaving which can 

be readily identified. 

Again we find this way of looking at social systems useful in analyzing 
industrial organizations. From the standpoint of structure, a company can 
be viewed as a collection of occupations representing various technologies 
and points of view. However, there is more to it than this. An occupation 
is more than a job; it is to the individual in it a way of life with which he 
identifies. It provides more than a particular set of skills, it also provides 
a set of interests, a sense of purpose, a philosophy, a reason for being. Why 
this is so we won't take time to develop here except to say that our society 
provides few other possibilities for personal identification. Ours is a work- 
oriented society and the job that we perform is not only the way we are 
known to others but the way we know ourselves. 

Within the industrial organization, particularly at the level of manage¬ 
ment but at other levels as well, the various occupational values and points 
of view are in constant contention. Indeed, the politics of business are 
intimately bound up with occupational values. Each functional group strives 
to realize its own interests and thereby comes into collision with other 
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interests. These conflicts are resolved in various ways usually by the domi¬ 
nance of particular functional groups so that the values and points of view 
of these groups become the major propositions to which the values of con¬ 
tending groups must be reconciled and subordinated. Thus, the personnel 
director subordinates his basic humanistic interests to the tangible, concrete 
cost and efficiency interests of the manufacturing executive. 

The dynamics of organization emerge primarily out of the flux and flow 
of internal politics and power struggles. But external influences have much 
to do with who gains powder and why. Economic conditions, cultural values, 
and social trends all play their part but the more personal factors of politics 
are important too. 

MANAGERIAL DECENTRALIZATION 

During the past ten years, we have witnessed important shifts in the 
basic patterns of organization and administration in American industry. 
These shifts have been related primarily to a trend toward managerial decen¬ 
tralization. Various arguments have been offered for this trend. Industry 
has grown large; it is impossible to administer large, sprawling, geographi¬ 
cally dispersed organizations. Decentralization is the latest administrative 
fad which management has picked up from style-leaders like General Motors, 
General Electric, and General Wood. Decentralization is an effort to intro¬ 
duce democratic principles into industry. Or it is a result of the “insidious” 
influence of the purveyors of group dynamics, ego-involvement, and parti¬ 
cipative techniques. 

THE OLD MODEL 

Describing these shifts in organization patterns in terms of managerial 

decentralization, however, is in my opinion too simple an explanation. There 

is considerably more to it than that. In order to illustrate my point, I shall 

describe two models of organization. The first represents what, for the 

moment, I shall designate the old model. The essential characteristics of 
this model are as follows : 

!• Concern with System and Internal Process 

This is the major premise on which the old model is built. There is a 
constant and abiding concern with internal system and process. In a sense 
tms concern appears to be a reflection of the Protestant Ethic which holds, 
among other things, that, if the internalized character of a man is o.k., then 
the external world and his adjustment to it will take care of itself. Thus, 
we nd in the old ’ model an interest in developing neat, logical, efficient 
wor systems and procedures. The ideal is the machine, an interacting 
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system in which all of the parts work together in the intricate choreography 
of a well-oiled, well-designed mechanism. 



Inexorable Logic of the Syste 


ii 


It is assumed that there is one, and only one, best way to get a job done. 
This “one best way” is to be sought principally at the tangible level of 
time-motion economy, although other elements may enter in. Building an 
organization represents a gradual, but consistent unfolding of the funda¬ 
mental and inexorable logic of the “one-best-system.” 

3. Primacy of the System 


Since the system is held to represent the one best way of getting the job 
done, then it is imperative that it be followed exactly and that no devia¬ 
tions be permitted. Cooperation and coordination of human effort is built 
into the system so that, if each individual performs his part of the total 
task as it is supposed to be performed, then the total effort will be harmo¬ 
nious, efficient, and unified. The system as a means of insuring coordination 
and cooperation is thus imposed on the work force. Indeed, one of the 
principal tools of management becomes that of policing the work force at 
the various levels to insure that the system is being followed. 

4. Centralization of Authority 

The primacy of the system tends to centralize authority. The system 
cannot be changed willy-nilly but must be adjusted carefully and in ac¬ 
cordance with so-called principles of logic and science. Control and design 
of the system become management’s main tasks. There can be only one 
system and this must be guaranteed through the highest authority of manage¬ 
ment. 

5. Multiple Layers of Supervision 

With the need for close control, there is also the need for many layers 
of supervision, each level breathing down the necks of the next lower level. 
There is also a demand for detailed reports and information about each step 
in the work process. Constant control is exercised. Problems of coordination 
are typically solved by the addition of more supervision and/or a more 
intricate system of work. In other words, the answer to the problem of 
coordination is either more supervision and control or more system. 

6. Specialization 

The so-called “old” pattern of organization places a heavy emphasis on 
specialization. Employees at all levels are pegged in either square or round 
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holes and cannot be shifted about. The emphasis is on functional skill 
rather than the whole man. 

7. The subordination of Human Values to the Machine 

The system is a machine involving human and mechanical production 
units which merge together and are hardly distinguishable. Expressions of 
purely human sentiments and needs are regarded almost as sinful. Basically 
the machine is more moral than the human being. Employees and customers 
alike are subordinated to the great machine. The customer is supposed to 
take what the machine runs out. His sentimental, aesthetic, and purely 
social needs are regarded as capricious, willy-nilly, and irrational. If the sales 
force can’t sell what the machine turns out, then there’s something wrong 
with the sales force, not with the product. 

8. Concern with the Job within the System rather than Overall Results 

Following the system oftentimes becomes more important than overall 
results to management and employees alike. There is a tendency to become 
lost in the system and to forget what the system was set up to accomplish. 
The system becomes an end in itself rather than a means to an end. 

There are a number of other characteristics of this older pattern of manage¬ 
ment and organization which can be described. For example, the heavy 
emphasis on standardization, the notion of narrow span of control, the 
utilization of human relations findings primarily in a manipulative sense, the 
primacy of the line organization and vertical authority, and so on. However, 

most of these additional characteristics can be deduced from the elements 
already described. 

THE NEW MODEL 

Another mode of management and organization has been emerging, as 
I have indicated, over the past decade. This pattern by no means completely 
supplants the older model but has somewhat different emphases. It is per¬ 
haps best represented by such organizations as Sears and the Kroger Com¬ 
pany. The characteristics of this new pattern are as follows : 

1. Concern with External Ends 

If the older model is concerned with internal processes, the newer model 

concentrates far more on the problems of external adjustment. The business 

is viewed basically as a problem of relationship among various claimant 

groups with varying interests which must be integrated and reintegrated 

in a dynamic, changing world. Attention is concentrated on this external 
reality. . 

69 
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2. Subordination of System to Overall Results 

The system of work is regarded simply as a means to an end and is not 
deified as it is in the older pattern. There is rather an experimental at¬ 
titude toward administrative and organizational practices. There is a willing¬ 
ness to accept diverse and often discordant modes of operation so long as 
results are achieved. The organization is viewed as an ad hoc arrangement 
which can always be adjusted and changed if need be. There is nothing 
sacred about it; it is fluid and dynamic. 

3. Decentralization 

The newer mode of management tends to be more decentralized with 
broader spans of control and fewer layers of supervision since a police force 
does not have to be maintained to insure that the system is being followed. 
More than this, there is the acceptance of the idea of decentralized decision¬ 
making. The conviction develops that those closest to the scene of action can 
make certain kinds of decisions which are more appropriate and valid than 
higher levels of authority. 

4. Overlapping Job Duties and Responsibilities 

The newer model of organization is sloppy by older standards. There is 
frequently a considerable overlapping of job responsibilities and less of a 
tendency for employees, particularly at executive levels, to stay put in the 
organization. There is a willingness and acceptance of the idea of stepping 
across job lines to get the overall task accomplished. 

5. Reliance on Men rather than Systems 

As General Wood has said, “While systems are important, we must place 
cur main reliance in men.” The emphasis is on the whole man, his motivation, 
character, personality, general knowledge, and intelligence rather than on 
his special skills and technical know-how. It is assumed that most of the 
technical knowledge required in a business organization can be readily learned 
by men of the “right” type. The notion of inter-changeable executives thus 
becomes a dominant precept. 

Again, a number of additional characteristics can be deduced from the 
foregoing, but the major elements are clear and sufficient for our purposes. 

SHIFT FROM PRODUCTION-ORIENTED 
TO MARKET-ORIENTED MANAGEMENT 

It seems fairly obvious that what has been described here is not simply the 
difference between centralized and decentralized management. It is rather a 
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difference between a production-oriented and market-oriented management. 
The dominant values in industry have shifted from those of the manufacturing 
executive to those of the marketing executive. It is the manufacturing execu¬ 
tive or the engineer, who is concerned with system, who models his organi¬ 
zation after the machine, who gets excited about in-put, out-put, and feed¬ 
back, who strives to eliminate human sentiments and values from the work 
and market place, who strives to develop the one and only system, who places 
a premium on standardization, everything in its place, housekeeping, etc. It 
is the sales manager who looks out into the external world and views the 
changing, shifting needs of the market, the relativity of business objectives, 
the need for flexibility, the importance of constant adjustment, etc. These 
shifts in organization patterns would appear to represent a shift in occupa¬ 
tional dominance and a re-integration of industry in terms of marketing 
values. 

Obviously, the new, marketing, externally oriented emphasis is not applied 
uniformly throughout industry. It is not by chance that the purest examples 
of the newer model are both merchandising organizations. However, bits and 
pieces of the externally directed theme are found everywhere—for example, 
the emphasis on general executive skills, the decentralization fad, the tremen¬ 
dous proliferation of staff functions and horizontal authority, the increasing 
emphasis on style, the shift from the engineer to the industrial designer, etc. 



/ The Role of the Marketing Staff 

Donald R. Longman ' 

This article discusses the work of the marketing staff group and how improve¬ 
ments can be made through the acquisition of professional specialists from such 
disciplines as psychology, sociology, economics, mathematics, and statistics. 


A great deal has been written in recent years about the marketing concept. 
We may expect to see much more; for competition in American industry is 
increasingly centred in marketing. 

This is a substantial change from the situation only a few decades ago. Suc¬ 
cess then hung on creative skill in evolving substantially new types of pro¬ 
ducts, new production processes, new efficiency systems. Each step forward in 
these areas produced relatively strong and enduring competitive advantages. 

This is much less true today. Mass training of skilled research and develop¬ 
ment men and of production engineers, increased mobility of manpower, and 
mass communication at the professional level have all served to spread tech¬ 
nological know-how with amazing speed. Competitors employ research men 
and engineers of parallel training, professional contact, and skill. If one com¬ 
pany’s team seems relatively inept in the competitive battle, it is still pos¬ 
sible to call upon a superior group of consulting engineers for he p w 1 e a 

new team is being built. 

Under these conditions, competitors quickly identify and match successful 
innovations made by any company in their field. They may e\en impio\e on 
the original innovator’s ideas. It would be vain to suppose that even such cor¬ 
porate giants as Esso, U. S. Steel, or General Motors could gam and hold for 
long a major competitive advantage in product or manufacturing process. In¬ 
deed, it has become common practice to grant licences to compet.tors on a 
royalty basis, thus removing technical innovations as a basis of competitive 

advantage in the market. 



petitive Opportunities 


It is this comparative equality in production skills that is forcing a shift in 
the weight of competition to marketing. Marketing is still a relatively unex¬ 
plored area. Our customers are so many, so scattered, and so nonhomogene- 
ous in nature and in demands that they are difficult to understand. We are 
not even sure how we can best serve them economically and efficiently. 

Source : From Journal of Marketing , national quarterly publication of the Ameri¬ 
can Marketing. Association, vol. 26, July, 1962, pp. 29-33. Donald R. Longman . i c 
President and Director of Research, J. Walter Thompson Company, New YorK. 
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Changes are still commonplace among big, well-established companies in 
such basic elements as channels of distribution, discount systems, warehous¬ 
ing arrangements, and service policies. Such changes grow as much out of 
uncertainty and insecurity in marketing decision as out of changes in the 
market itself or in marketing institutions. Marketing offers a rich area of 
opportunity for competitive advantage, richer today than that offered by any 
other phase of business. But if a company is to seize this opportunity, a lot 
has to be done. 

REQUIREMENTS FOR EFFICIENT MARKETING 

1. A Sound Understanding of the Market 

First, it is essential to acquire a comprehensive understanding of the market 
itself. This is a matter of getting the facts, completely and accurately. 

One has to know the exact size of the market and its geographical distribu¬ 
tion. One must know who make up the market, the numbers and kinds of 
people. Where do they buy, in what quantities, how often, why ? What pro¬ 
ducts are available for them to choose among ? What are their characteristics, 
their prices, their patterns of distribution ? What are the products used for, 
what satisfactions do they provide ? Why is one brand chosen over another; 
and why do people change in their choices ? 

There is so much that needs to be known, and known well. How else can 
we think constructively of the marketing process until we have a solid grasp 
of the facts, a sure sense of perspective ? 

The truth is that little effort to think constructively about marketing was 
made during the decades when competitive success was established by pro¬ 
duction efforts. Systematic collection and analysis of marketing facts have 
been undertaken, even by the largest and most progressive companies, only 
during the last fifteen or twenty years. Indeed, the evolution of marketing 
research may serve as an index of the shift in competitive pressure toward 

marketing. 

We possess today the tools and techniques for acquiring quickly and effici¬ 
ently almost all the basic data necessary to provide executives with a sound 
perspective in marketing. Yet marketing research is still inadequately utilized; 
there is ample room even now for a company to gain major marketing advan¬ 
tages over competitors simply by superior knowledge of the facts of the busi¬ 
ness. The 10,000 professional marketing research men today are probably not 
a third of the number we may expect when marketing has been developed to 
a peak of efficiency comparable to production. 

2. Innovation 

The second requisite to superior marketing lies in innovation. There is no 
progress in acceptance of routine, in copying competitive practices, in turgid 

operation. 
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Indeed, in the fluid environment of marketing, with changes in policies, 
practices, and procedures borne no more of creative thought than of uncertain¬ 
ty, the well-thought-out, tested innovations may prove extremely rewarding. 
We must be prepared to consider alterations, often radical changes, in methods 
and policies. We must become creative,cultivating a flexibility of mind that 
seeks and considers new approaches. We must be prepared to re-examine the 
basic premises upon which our policies rest. We must begin to ask the funda¬ 
mental questions and to fix them in our mind, looking, looking always for new 
answers. 

There exists a unit expected to devise and explore new ideas in the produc¬ 
tion area. It is supposed to suggest innovations, to challenge current practices. 
It is staffed with men of imagination, men of specialized education, men 
whose minds are constantly stirred and challenged by contacts with basic 
research scientists in our universities, foundations, and government units. 
They are in continuous contact with other professionals throughout the coun¬ 
try, often in other countries, and are constantly stimulated by the ideas and 
exploratory efforts they encounter in a wide variety of industries. They are 
Research and Development men. 

There is no comparable unit in marketing, even in companies whose market¬ 
ing costs far exceed manufacturing costs. The nearest marketing parallel is 
to be found in advertising agencies. These owe their independent existence 
to the very fact that creative imagination and innovation are obviously essen¬ 
tial to advertising; and even the largest advertisers do not provide in their 
marketing organizations a climate conducive to high quality creative work. 

But the advertising agency is concerned fundamentally with only one of 
many marketing activities. It is not well equipped to serve as the creative 
arm for the entire marketing function. It is not paid enough to do the job , 
nor is the company advertising manager who works with the agency so posi¬ 
tioned in his own company that he could spark the creative effort for the en¬ 
tire Marketing Department. # . 

This means that a new and different unit is needed to function within the 

company itself. It must be staffed with men of creative minds, trained in see¬ 
ing and exploring possibilities not clear to others. They need to be observers 
of marketing in all of industry, stirred and challenged by professional associa¬ 
tion with creative men in universities, consulting firms, everywhere that pio¬ 
neering thought goes on. They must imagine, synthesize ideas, experiment sys¬ 
tematically. . 

They may be engineers exploring the application of operations research to 

warehousing. They may be psychologists studying the foundations of sales¬ 
men’s or dealers’ morale and motivation. They may be marketing researchers 
probing ways to break old consumer buying habits and build new ones. They 
may be systematically testing consumer responses to a range of product styles, 
flavors, or scents. They must be the Marketing R and D. 
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3. Scientific Approach to Decision Making 

The third major requisite to superior marketing lies in hard-headed, scienti¬ 
fic decision making. This requires a solid grasp of the facts of a business 
through research and through experience. More important, it requires imagina¬ 
tion, perceptiveness, thoroughness, objectivity, analytical skill, and emotional 
stability. Few people acquire all these traits in the normal course of their lives; 
our marketing executives today introduce large portions of emotion, hunch, 
habit, and haste in their judgments. But needed qualities can be developed as 
a matter of explicit training. In increasing measure they are being developed 

in the best of our Schools of Business. 

Decision making is extraordinarily complex in the marketing field. When 
decision is required between alternative policies or procedures, it is necessary 
first to grasp fully and completely the exact nature of the alternatives and all 
their implications. 

It may seem simple, for example, to select a brand name for a new product; 
but this is only true for one who does not know both the values and dangers 
in a name. A name can convey a sense of quality, lend itself to easy recall, 
facilitate effective advertising, express values to be received in use; in sum, it 
can secure a privileged competitive position to its owner. Or it can be easily 
ridiculed or played upon, fail of copyright, be subject to confusion with other 
names, and so on. In truth, there are scores of facts to consider in selecting 
names, a wide variety of criteria to employ in judgment. There is a lot at 
stake. 

If this is true of names, imagine how much more true this is of issues con¬ 
cerning pricing, packaging, discount systems, employment and motivation of 
salesmen, advertising themes, and so on and on. Eacii issue must be studied 
objectively, its implications uncovered. All the facts relevant to decision must 
be marshalled. The possible effects of alternative courses must be weighed. 
Experimentation or testing may be considered. This is the slow, arduous, but 
hard-headed and scientific approach to decision making. This is the way to 
confident action, desirable any time but mandatory when significantly new, 
creative innovations are put into effect. 

Those of us privileged to have close contact with marketing management 
over the past twenty years have seen a slow but steady progress toward this 
kind of decision making. Arbitrary, hasty, “seat-of-the-pants” decisions based 
on hunch, enthusiasm and personal preferment for the individual advocates 
of one course are becoming less common. Yet there remains much room for 
improvement in decision making today. 

4. Efficient Administration 

The fourth requisite to marketing success lies in efficient administration— 

the daily execution of policy and practice, the employment of facilities and 
men, the operating job. 

This is the field of marketing performance, so obviously necessary that it 
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could not be overlooked. Here the need is for inspiring leadership of men, 
operating drive, astute supervision of performance in every detail, the build¬ 
ing and maintenance of a morale that instills a motivation in the doers of the 
marketing job. 

Broadly speaking, marketing can claim credit for superior performance in 
this area; it has been given thought and attention at a senior business manage¬ 
ment level. By the same token, it is the marketing requisite least rich in 
opportunities for improvement and, therefore, least likely to yield a compe¬ 


titive advantage in marketing. 

The very obviousness of the need for sound administration has tended to 
obscure the need for the other three basic requisites in marketing—a full 
understanding of the market itself; the development of creative, new ideas 
or innovations; the making of decisions on a hard-headed, scientific basis. 

Administration is a big job, involving the employment and supervision of 
hundreds, even thousands, of people, as well as the purchase, maintenance, 
and operation of equipment and facilities of countless kinds. And the huge 
expenditures for marketing lie under the administrators control. Small won 
der, then, that marketing administration was equated with all of marketing, 
until increasing competitive equality in other areas forced people to stu ) 

more seriously the nature of the marketing function. . , 

Sound administration is a fundamental component of marketing, but is iar 
from all of it. It is the operation of a gigantic “machine." 1 his marketing 
machine works on the materials provided it, and under the policies and proce¬ 
dures set for it. The machine operator, skilled as he may be in his function^ 
is rarely qualified alone to conceive, test, and decide upon new ideas, on new 

policies and procedures. He is not an innovator He is not 

not a trained and objective decision maker. These are Afferent problems, 

requiring skills and training different from h.s, perhaps even a different tern- 


perament. 


A New Organization of the Marketing Function 

The slowly growing recognition that marketing management requires much 
more than administrative skill has led our largest and most progressive com¬ 
panies to bring a new kind of man to the Marketing Vice-Presidency. He 
tends to be more thoughtful, sometimes skilled more in handling ideas than 
in handling men. He is more objective, analytical, less emotionally involved 
in his assignment. He has begun demanding research—searching for ideas, 
thinking of both “strategy and tactics.” The basic administrative management 
of marketing, the line operating responsibility, is being delegated to a sub¬ 
ordinate General Sales Manager or Director of Field Sales Activities. 

Concurrently, staff departments in marketing have grown in number an 
influence. New units have appeared. We now have Product Managers Market- 
ing Operations Managers, Research Managers, along with the older Advertis- 
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ing and Credit Managers. Even Marketing Accounting and Marketing 
Personnel Managers may serve as members of the Marketing Staff. 

Functions and Operation of the Marketing Staff 

The functions of these several staff groups have not been clearly crystallized 

as yet. Broadly speaking, most of them are supposed to study all phases of 
the company’s marketing operations in the area of their specialization, keep 
the Marketing Vice-President closely posted on trends and developments 
in their areas; check performance efficiency; and recommend policy or proce¬ 
dure changes when they seem needed. 

Thus, the Product Manager for a particular product keeps closely informed 

on all competitive conditions affecting his product, observes regional and 
district sales performance on the product, notes obstacles to sales success, 
and proposes means of overcoming them. The Operations Manager concerns 
himself with the supply, maintenance, and efficient performance of all physical 
facilities, stores, warehouses, delivery systems, etc. As a superior specialist 
in this area, he advises the Marketing Vice-President _on ways to improve 

efficiency and service, and to cut operating costs. 

The same kind of work is done by the Credit Manager, the Marketing 

Accounting and Personnel Managers, and the Advertising and Sales Promo¬ 
tion Managers. Collectively, the staff managers cover all the different functions 

in marketing. 

When these departments were set up, it was natural, of course, to staff 
them with young men who had proved themselves successful in the com¬ 
pany’s marketing activities. So, they were drawn from the ranks of the 
administrators. Generally this is still true, for this is the logical source of 
men and these jobs are still not clearly enough defined to suggest the need 

to look elsewhere. 

But this will change, indeed is in the process of change. It is not enough 
for the Product Manager or Operations Manager to serve as an observer of 
operations, to be an administrative second-guesser in a particular area of 
specialty. This would be a most routine approach to a job, unworthy of senior 
personnel. 

Rather, the Staff Manager and his assistants must use their advantageous 
positions to acquire all relevant information affecting their functions. They 
must assimilate, analyze and evaluate these data constructively. They must 
add to this the stimulus of wide-ranging contact and observation of their 
industry and of many others. They must cultivate a flexibility of mind invit¬ 
ing new ideas. They must become creative—considering all manner of policies, 
procedures, activities which can add to marketing opportunities or improve 
service and increase efficiency. They must develop and explore their crea¬ 
tive ideas, testing mentally or in the market place those which seem most 
promising. In handling such tasks, they develop habits of thoroughness and 
objectivity, making scores of decisions on the basis of a scientific approach. 
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They are truly staff experts—observing, creating, testing, recommending ways 
of doing their part of the marketing job better than it has been done before. 

This is the basic job of the Product Manager. Concentrating all energies 
on the one product or product line for which he bears responsibility, it is 
his job to conceive new and better ways to market it. His work may lead 
to recommended product modifications, package changes, price or distri¬ 
bution revisions. He may study advertising, promotion, guarantees, and 
service, and come up with few recommendations. He is the innovator, the 
preliminary decision maker, working from intimate knowledge of all relevant 
facts. 

The same is true of the Marketing Operations Manager. He is studying 
the nature and design of his retail outlets, the number and location of ware¬ 
houses, the packing and order-filling system, the volume and distribution 
of inventories. He has scores of subjects to study, each offering opportunities 
for significant improvement. If he can only conceive a better type of retailing 
equipment for his stores, a better system of truck scheduling, a finer system 
of production-distribution coordination, he can strengthen his company's 
competitive position and add to its profits, just as can the Research and 
Development Manager or the Production Manager. 

What is true of Product and Operations Managers is just as true of the 
Advertising, Sales Promotion, and Public Relations Managers. It is just as 
true of the Marketing Personnel Manager, By use of cost analysis, the 
Marketing Accounting Manager can make significant contributions to policy 
on areas of operation, channels of distribution, a quantity discount system, 
and a hundred other things. 

We need an explicit, articulate understanding that this is the job of the 
Staff Manager. We need to recognize formally, and affirmatively that inno¬ 
vation and scientific decision making is the particular province of these men 

that collectively they represent a kind of R and D for Marketing. 


The Staff as Professionals 

When this is done, we will have a very different set of specifications for 
men to fill these jobs. 

They must possess keenly analytical but highly flexible minds. They must 
be imaginative, creative. They must be objective, thorough, trained in the 
scientific approach to problems. They must know the rudiments of collection, 
assimilation, and evaluation of data. They must be well informed, with wide 
contacts in industry and education. In a word, they must be professionals. 

Broadly speaking, this is the kind of background and training we find 
most often today in marketing-research men and consultants. This implies 
that in time most senior staff positions in marketing will be research positions. 
After all, research, viewed broadly, is nothing more than the systematic, 
thorough, objective examination of a problem; the orderly acquisition of all 
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relevant data bearing upon it; and the meaningful, creative evaluation of the 
data in terms of conclusions and recommendations. This is, indeed, what is 
expected of Marketing Staff Managers. 

With further passage of time, however, the specific functions of marketing 
research will be narrowed. Today anyone engaged in simple fact gathering 
may be called a research man. Ten years from now, however, the term pro¬ 
bably will be reserved largely for those who by long and specialized train¬ 
ing have mastered the more complex and intricate techniques of research. 
They will be the specialists in sampling, in operations research, in projective 
techniques. The Marketing Research Department will not be large, and it 
will carry out its work on a service basis for all the Marketing Staff Managers. 

The changes ahead are already very much in the process of being made. 
Product Managers, Advertising Managers, staff men of every kind are address¬ 
ing themselves ever more seriously to their jobs, going farther and farther 
beyond routine, specialized, administrative observation and suggestion. They 
are getting into their jobs more deeply than ever, and so they feel impelled 
to creative and decision-making roles. And more and more such jobs are 
going to research men and to men whose training and temperament commend 
them for a research approach to business. The trend will quicken as there 
is more widespread specific recognition and articulation of the ultimate 
character of staff work. 



46 / Why Modern Marketing 
Needs the Product Manager 


The product manager type of organization appears to be growing in importance. 
This article presents three case histories and through these shows how a product 
manager operates to improve the efficiency of the marketing organization. 

For every company with more than one product line, the intensely com¬ 
petitive conditions of marketing today pose a special organizational problem. 
The question is how to put the greatest marketing effort behind each product 
when there are so many products and markets. A growing number of com¬ 
panies are finding their answer in two words: product managers. 

A harried management consultant reports: “A lot of our executive recruit¬ 
ing right now involves finding men qualified to work as product managers. 
He adds: “At the moment, we have more jobs than candidates.” 

Manager Ed Reynolds of American Management Association s marketing 
division reports that recently his office has been getting more requests for 
information on product management than on any other issue. 

It seems clear that the product manager is the man of the hour in market¬ 
ing organization. Less clear is his role. He is many things in different ways. 
But for all companies, there is one common denominator: The product 
manager is their means of solving the complexities of modern marketing 

through a new form of decentralization. # . . , 

The concept of product management is not new. Probably it originated 

(as have so many other effective marketing techniques) in the retail trade; 
in this case in the departmental buyer system used in department stores. 
Since no one person can reasonably be expected to determine all of the 
thousands of products a store must stock, and the merchandising programs 
for each, the store divides this basic responsibility among several depart¬ 
mental specialists. 

Similarly, the product manager in a producing company is, by virtue of 
a reverse twist, assigned (within variable limits) the responsibility for select¬ 
ing the products in his line and planning the marketing of them. He is, to a 
variable degree in different companies, a deputy chief marketing executive. 
He supervises for one of several product lines those functions supervised by 
the chief marketing man for all of the company’s products. 

Source : From Printers' Ink, vol. 273. October, 14, 1960, pp. 25-30. Copyright 
1960 by Printers’ Ink Publishing Corporation. 
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I. BREEDING GROUNDS 

Every product manager performs many duties in connection with his pro¬ 
ducts, but his efforts usually center mainly in one functional area, the orienta¬ 
tion generally being determined by industry category. There seem to be 
three basic types of product-management organization: 

An advertising (and sales promotion) orientation is most common among 
consumer companies, like Procter & Gamble, where advertising is such a 
large and critical part of the marketing program. 

In the industrial field, where customer relations and service are paramount 
requirements, sales (and technical service) get the PM’s major attention. 
At du Pont, for example, a PM may report upward through four or five 
levels of sales executives. 

The third, and most comprehensive kind of product manager—as well as 
the most rare—is the kind who is more correctly called a general manager. 
He is found in the largest companies, like General Electric, which has more 
than 100 product departments or “profit centers.” Each is headed by a 
general manager responsible for everything about his products from manu¬ 
facturing to marketing—with supervision from above. 

However he functions, the product manager is old for some companies, 
but new for most. Except for a handful of larger companies, those that now 
use PMs have done so for five years or less. Among the exceptions are 
P&G and Johnson & Johnson, which have had PMs for 25 years or more. 
Neil McElroy, board chairman at P&G, started as a product manager with 
the company. PMs of other companies have become top executives, too. 

This is one of the many benefits companies have found in product man¬ 
ager organization. The position is, among other things, an excellent training 
ground for promising young executive candidates, for it generally involves 
them in every area of company operation—finance, production and marketing. 
It has already served as a launching pad for marketing-minded young men 
interested in rising to the top of their company, and it seems certain to 
produce many more company leaders. 

But these are future benefits—for the company and for the executive. 
The major reasons for the growing interest in product managers are more 
urgent. Product management offers: 

Concentrated fire power in each market segment, through centralized 
planning responsibility. Obviously (assuming competence) four men, each 
working on one product line, can do a more complete job than one man 
spreading his talents over four product lines. 

Greater efficiency through greater liaison and coordination. It is not only 
the growing number of product lines that complicates the marketing process, 
but also the growing number of functions (marketing research, product 
planning, etc.) required for each. What might be a tangled web of activities 
around a product is often synchronized by the presence of a product manager. 
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Increased profitability, through savings from improved efficiency and a 
stronger position in the market. General Aniline & Film estimates that its 
product manager system has meant millions of dollars to the company in 
the three years since the system was installed. 

II. COMMON TRAITS 

In a study of companies with product managers, Printers’ Ink found wide 
variations. Probably lack of experience best.explains the difference in indivi¬ 
dual company operations revealed by the study. But differences there are. 
For example, the same job carries different titles, duties, responsibilities, 
authority—and status—in different companies. But there are also a number 
of common denominators. 

For one thing, product management seems to work as well for industrial 
as for consumer companies, fust as much if not more enthusiasm for the 
system exists among industrial firms. For another, there is an apparent 
accent on youth. Most PMs seem to be business-school graduates who have 
had a brief baptism by fire in line marketing operations—perhaps as field 
salesmen—before moving into their positions. And for a third, few com¬ 
panies sharply delineate the PM’s area of operations, as between line and staff 
function; most give him heavy responsibility, though not with commensurate 
authority. And ^almost all are still grappling with the problem of how to 
center profit responsibility on the PM without giving him control of price- 
cost-profit factors (though almost every company gives him some voice on 

these matters). . . . . 

Unquestionably, the most common characteristic of companies working 

with PMs is change. A company makes changes as it learns more about how 

best to use the system, as pressures from changing markets force new needs, 

as the experience of other companies suggests new forms. And there is every 

indication that for all these same reasons, additional change may be expected 

as experience broadens. To illustrate the range of experience and change. 

Pointers’ Ink selected three companies that represent the three basic kinds 

of product management operation. 

Kimberly-Clark’s consumer division (Kleenex, Delsey, Kotex, etc.), which 
has used PMs since June 1956, reflects the advertising orientation of many 
consumer PMs. Merck’s chemical division, which has used PMs for about 
14 years, typifies the company whose accent is on sales and technical service. 
Raytheon’s government equipment and systems division, which has used 
PMs since the mid-’50s, takes the general manager approach. 

III. ORIENTATIONS—1 

Kimberly-Clark has seven brand managers in its consumer division, six 
handling one brand each and the seventh two. Their work is supervised by 
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Products Manager Harry J. Sheerin, who reports to the Marketing Services 
Manager, Eugene Olson, along with Sales Promotion Manager James Arnold 
and Budget Control Manager August Hillem. 


Accent on advertising : 
KIMBERLY-CLARK CORP., 
Consumer division 


Senior V.P. 
and general mgr. 



Mktg. planning 
and research 
manager 
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Special boxes for advertising agency account executives and super¬ 
visors would make this chart complete. For, while advertising as a 
function is not shown, it is nevertheless the single most important 
responsibility of the seven brand managers. They are essentially adver¬ 
tising managers for their brands, and spend about 75 per cent of their 
time on advertising and promotion problems. But they also have basic 
responsibility for planning and coordinating all marketing activities con¬ 
nected with their products. They report through a products manager, 
and work closely with all related functions to develop complete market¬ 
ing plans for their brands. There is one sales force serving all brands. 

There are two other marketing units operating as independent departments 
within the division and reporting to the corporate senior vice-president (L. E. 
Phenner) who heads the division. A divisional sales force handles all pro- 
ucts in the field. A- marketing planning and research department includes 
among its divisional functions the testing of new products. 

Each brand manager is responsible for drawing up complete marketing 

programs for his brand. But, says a company spokesman, “The brand manager 

spen s P^ r cent ^\s ^ me on advertising and promotion campaigns— 
creating, budgeting and getting approval.” 

There is no divisional advertising department. The brand manager serves 

as a manager or his products, working with an account executive of one 

% 
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of the company’s two ad agencies, Foote, Cone & Belding, and Doherty, 
Clifford, Steers & Shenfield. 

In addition, the brand manager is responsible for recommending market¬ 
ing objectives for his brand, planning marketing strategy, drawing proposed 
budgets, initiating new projects and programs and coordinating the work 
of all functional units concerned with the production, financing and market¬ 
ing of the product. He must also maintain communication with management 
and with the departments working with him, and constantly evaluate perform¬ 
ance and recommend changes as necessary. 

The brand manager has no staff of his own, but may draw on the resources 
of advertising agencies, the division’s sales promotion department, the market¬ 
ing research department, the budget control department, the manufacturing 
department and the sales department. The brand manager has a definite 
responsibility for the profitability of his line, but no price-making authority 
and no profit accountability. 

IV. ORIENTATIONS—2 

The chemical division of Merck & Co., Inc., one of four divisions in the 
company, reflects the importance of sales in industrial marketing generally 
and in the chemical industry specifically. Each of the five product depart¬ 
ments making up the chemical division has its own sales force. 

Typically, the general products department, which sells a variety of addi¬ 
tives to food packers and processors, is headed by a marketing director— 
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R. W. Hayes—who is also the sales manager. This department—like the other 
four in the chemical division—is organized in two units, sales and product 
management. Hayes reports directly to division President, W. H. McLean. 

Under R. G. Valerio, who holds the odd-sounding title of manager of pro¬ 
duct management, are three product managers handling: 

Meat products (meat curing, fermenting and flavor-enhancing products for 
meat packers and spice houses who serve packers) 

Enrichment products (enrichment mixtures, bulk vitamins, amino acids, etc., 
sold to cereal, grain and baking industries) 

Food products (citric acids, bulk vitamins, amino acids, etc., sold to packers, 
canners and the frozen food industry) 

In addition, there are a technical service manager and one assistant product 
manager. 

Each product manager is a staff member whose primary function is to “plan 
for the growth and profitability of his markets.'” 

The emphasis on markets, rather than products, is important. It indicates a 
growing trend among industrial companies toward serving the needs of their 
markets rather than simply selling products on hand to various customers. This 
is, of course, the essence of true marketing. 

In several cases, the same products are handled by different product mana¬ 
gers. It is their job to know their markets thoroughly and to exploit the pos¬ 
sible uses for the products of the company. 

This policy represents a major change in the orientation three years ago from 
the product orientation that had existed. Previously, the vitamin products 
manager cared only about selling vitamins. Today, the food products manager 
is interested in developing a broad line of products for use in his markets. 

In that sense, the Merck type of product manager might perhaps most accu¬ 
rately be called a product marketing manager. But, true as this may be, his 
major efforts nevertheless are concentrated upon making the most effective 
showing in the field, where salesmen must work closely with customers to de¬ 
monstrate the values of the products they are selling. 

The product manager is his own ad manager, working with either of the 
two agencies—Charles W. Hoyt and C. J. LaRoche—that serve the chemical 
division. Within the division, he may call on a variety of services from divi¬ 
sional departments, including product development and sales and marketing, 
the latter a sizable unit providing marketing research and a variety of sales 
support, including sales service, sales administration and sales control. 

Further emphasizing the primary role of sales in its marketing efforts is the 
fact that the general products department, under the assistant sales manager, 

as two staff planning aides. The entire effort is organized to strengthen the 
position of the man who has to sell the customer. 

Merck s chemical division has undergone many changes in its product ma¬ 
nagement operation, but none so far-reaching as the switch in orientation 

rom products to markets. Further changes are expected—one probably in the 

71 
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name of the general products department to food products department (since 
that's what the department sells). 

V. ORIENTATIONS—3 


Raytheon uses the GE product-department general manager concept, but 
with differences. For one thing, the Raytheon departments are generally small¬ 
er than GE’s. And for another, Raytheon calls them operations rather than 
departments, and calls its product managers operations managers. However, as 
with GE department general managers, Raytheon operations managers have 
wide responsibility and authority—subject to approval of higher management 
echelons in the company. 

Taking it from the top, Raytheon is headed by a management team labeled 
“executive offices,” including board chairman Charles F. Adams, president 
Richard E. Krafve, and senior vice-president Percy L. Spencer. The company 
has 12 operating divisions, most of which are organized into two groups, Gov¬ 
ernment and' commercial, headed by group vice-presidents, with the other 
divisions reporting directly to the top. Operations are organized within divi¬ 
sions headed by general managers. 

Because of its rapid past growth and continuing expansions, Raytheon has 
experienced somewhat more organizational change than many other compa¬ 
nies. Management structure may vary within the same group and even within 
the same division—as modification of the basic forms are made to meet 


specific conditions. , a 

The government equipment and systems group headed by vice-president D. 

D. Coffin has three divisions: equipment, missile systems, and electronic se - 

vices The equipment division has five operations managers reporting to general 

manager Glenn Lord. In addition, reporting through assistant general manager 

Fritz Gross are six divisional staff functions, including a marketing director 

who provides staff aid to operations managers in such areas as advertising, 

sales promotion and product planning. . , 

Some operation managers have sizable staffs of their own. For example, with¬ 
in the equipment division, which has five operations, W. Rogers Hamel, mana- 
oer of the submarine signal operation, has eight functions reporting to him, 
including manufacturing, engineering and marketing. They are assisted by the 
division staff, but in theory at least, the operation manager’s decisions control 
—albeit subject to approval by the division manager, the group vice-president 


and, at the top, the “executive offices.” 

Originally the PM organization at Raytheon was set up along functiona 

lines. Central manufacturing and engineering organizations supplied produc¬ 
tion for all operations. The operation manager was purely a marketing—or 
more precisely, a sales—function. A major change was made about 18 months 
ago when the current set-up was established to tie engineering and product 
design more intimately to marketing requirements. 
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“Area management’’ is Raytheon’s primary concept of organization. It calls 
for the building of complete manufacturing operations to serve various areas 
of the world with Raytheon products. But this would seem to put the cur¬ 
rently decentralized “operation” type of product management in conflict with 
the basic organizational concept. 1 

The result could be a move toward something like the Merck operation, 
with product managers responsible for serving markets rather than simply 
selling products, and without responsibility for production. But that is specu¬ 
lative. What remains certain is that Raytheon, like all companies, can expect 
further change in its structure and methods of product management. 

VI. ORIGINS AND DUTIES 

How do these three cases measure up against the experience of other 
companies? Some comparisons with an American Management Association 
survey, as a preliminary to organizing its new course in product management, 

are possible. 

The survey was based on questionnaires answered by 20 companies or 
divisions—ten consumer and ten industrial—all in the $ 100 -million-or-more 

class, and altogether employing 77 product managers. 

Contrary to the widely held belief that product management is some kind 
of consumer company gimmick, industrial companies, on the average, seem 
to have had more experience with it than consumer companies. At least, of 
the companies in the survey, industrials used product managers for an 
average of 7.5 years, against an average of only 6.3 years for consumer com- 

^Several pertinent questions are illuminated if not definitively answered by 
the survey 

Where does the product manager come from? Generally from some other 
marketin' 1 job within the company. More consumer PMs (87 per cent) than 
industriaf PMs (52 per cent) moved into their posts from other marketing 
positions; but more industrial PMs (78 per cent) were promoted from within, 
consumer companies having recruited 43 per cent of their PMs from outside. 

i Raytheon calls its product departments “operations,' its product managers “opera¬ 
tion managers.” Although there are variations in actual practice among the operation 
managers in Raytheon’s 12 operating divisions, they are generally given full responsi¬ 
bility for their product lines. That includes manufacturing and engineering, though 
some operations may have no production facilities of their own, and purchase manu¬ 
facturing elsewhere within the company or outside. A Raytheon operation manager 
may have more responsibility and authority than most PMs. But his activities are care 
fully supervised and controlled by three layers of management above him, at division, 
group, and corporate levels. This chart, focused on the organization of submarine sig¬ 
nal operation manager W. Rogers Hamel, illustrates a typical operation managers 
reporting relationships upward through three other management levels, and down- 

ward through his own staff. 
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(Incidentally, 38 per cent of the industrial PMs came from engineering or 
research and development jobs—fields that produced none of the consumer 

PMs.) 

What are his responsibilities? They vary widely between consumer and 
industrial companies. Companies were asked to list primary responsibilities 
of their PMs. All of the industrials listed first, “Recommends additions and 
deletions to the line”—a reflection of the importance of market needs over 
product selling. Nine out of ten added sales forecasting and sales promotion. 
And eight out of ten noted that their PMs determine product specifications, 
participate in sales planning. Further reflecting industrial emphasis on sales 
is the fact that while all 20 companies (industrial and consumer) noted that 
their PMs made periodic fact-finding field trips, eight out of the ten industrial 
PMs “assist in selling key accounts”—a function listed for none of the con¬ 
sumer PMs. And all industrial PMs are required to counsel regional or 
district sales managers, as against only 80 per cent of consumer PMs. 

All consumer companies group advertising, sales promotion and marketing 
research at the top. Eight out of ten added “expense budgeting.” 

How does he operate ? Some of the confusions about the PM system can 
be laid to lack of sufficient experience with it. For example, 60 per cent of 
the consumer companies choose to designate their PMs as line executives, 
when in fact some of them exercise little line control and actually perform 
planning and advisory duties usually designated as staff. Probably the most 
realistic approach to the question of line or staff designation is offered by 
those two out of ten consumer companies that reported they make no dis¬ 
tinction for they most clearly suggest the fluidity of the situation. 

Again, 60 per cent of consumer and 50 per cent of the industrial com¬ 
panies reported that they give their PMs “price making authority.” But, 
almost all added some qualification that renders that authority something 
more like the authority to make serious price recommendations. 

VII. ANSWERABLE TO ... ? 

There is greater clarity about and uniformity of policy on other opera¬ 
tional points. All companies require their PMs to prepare sales forecasts 
and price-cost-profit budgets. Similarly, all give their PMs periodic operat¬ 
ing statements for their product lines. On the matter of ad and promotion 
budgets, 80 per cent of the consumer companies and 55 per cent of the 
industrials give PMs the authority to determine or approve both, and another 
30 per cent of the industrials give this authority for one or the other. 

Incidentally, as for the number of products for which a PM is responsible, 
the range is from a consumer average of 1.4 to an industrial average of 

l ar ger figure, however, including a greater variety of sizes and 
designs of industrial products. (One company that noted its PMs handle 
an average of 203 products might have more accurately said they each 
handle that many items instead.) 
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What are his reporting arrangements? Generally, the product manager 
repoits to a higher marketing executive, though this is more common in 
consumer companies, wherein he reports to eithejr a marketing director 
(40 per cent), chief product manager (30 per cent), merchandising manager 
20 per cent), or ad manager (10 per cent). Among industrials, eight out 
of ten report to general managers of their divisions. 

Beyond that level, the PM is closer to general management in industrial 
than in consumer companies. Sixty per cent of the men to whom the pro¬ 
duct managers report in industrial companies themselves report to either 
the president, executive vice-president or division manager. In consumer 
companies only 30 per cent report to general management. The rest of the 
PM supervisors in both categories report to another marketing executive, 
either the marketing vice-president, director of marketing or general sales 
manager. 

VIII. WHAT’S AHEAD? 

Whatever validity these findings have, they are true only for today. Even 
now, the companies studied by Printers' Ink and AMA are very likely 
planning or making changes in their product management organization. And 
every change is directed toward improving the system. For with all the con¬ 
fusions and experimentation, there seems no doubt that the product manager 
system is here to stay. 

Here and there the validity of the PM operation is questioned. For 
example, president Grant Horsey of Salada-Shirriff-Horsey, which doesn’t 
have product managers, wonders whether the young, relatively inexperienced 
men frequently appointed as product managers can reasonably be expected 
to carry the heavy load of responsibilities they are given. But such ques¬ 
tions seem to be answered by the experience of those companies that rely 
on product managers. These companies recognize the problems, and work 
constantly to balance the realities. And, apparently, they seem certain that 
they are doing the right things. Printers ' Ink found no company now using 
product managers that is willing to abandon a system that many consider 
the best means yet devised to put their best foot forward in every one of 
their markets. 



471 Communication in a Marketing 
System 


Marketing may be conceived of as essentially embracing those activities 
which are concerned with the understanding and management of commu¬ 
nications. While communication is not in itself the goal of management, 
it is its most fundamental and universal tool. Advertising, personal selling, 
marketing research, public relations, and employee relations are aspects of 
communication. Marketing executives must become concerned with the 
flow of information as well as with the flow of goods. 

Communication as an aspect of human enterprise has recently been the 
subject of an immense amount of discussion and speculation. A minor sensa¬ 
tion was created by Fortune magazine in an article on business communica¬ 
tion called “Is Anybody Listening ?” A series of articles has followed couch¬ 
ed in the same folksy, let’s-talk-it-over tone. At the other extreme are the 
differential equations of Norbert Wiener in his now famous treatise on 
“cybernetics,” the science of control and communication. Certainly there is 
room for both the business journalist and the mathematical philosopher in 
a discussion of such profound importance. 

Business employs highly developed techniques in the various phases of its 
communication processes. These techniques include advertising, personal 
selling, marketing research, public relations, and employee relations. Even 
more fundamentally the ability to put ideas and arguments into words is a 
prime characteristic of the successful executive. While communication is 

not in itself the end and object of management, it is its most fundamental 
and universal tool. 

The subject of communication deserves the attention it has been getting 
but there are also some dangers of over-emphasis or distortion. By concen¬ 
trating on business as a system of communication the analyst may some¬ 
times be led to behave as if communication were the primary purpose for 
which business enterprise exists. Sometimes the volume of letters, memo¬ 
randa, reports and conferences is so vast as to raise a question as to whether 
business itself may not have fallen into this error. 

A somewhat similar situation arose as a result of the work of Elton Mayo, 
Chester Barnard and others dealing with the sociological structure of busi¬ 
ness organization. These studies showed that workers aspire to status and 
recognition among their fellows as a social group and that this aspiration 
may a ect their conduct on the job as much as their desire for money. 

Source : From Cost and Profit Outlook, August, 1951. 
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Management has reacted to these findings by endeavoring to make work 
more congenial as compared with the exclusive emphasis on efficiency which 
had characterized the Taylor school of scientific management. 

Healthy as this newer emphasis is, it can be carried too far. Fortune 
magazine, in one of the articles referred to, reports that management in 
many firms now regards the morale and satisfaction of its workers as its 
primary concern. That philosophy can lead to waste and inefficiency since 
a happy worker is not necessarily a productive w T orker. Management is 
steward for an assortment of resources provided by its stockholders which 
are in turn a part of the resources of the nation. A business firm should be 
regarded first of all as an operating system if the most effective use is to be 
made of resources in contributing to the general welfare. Concern for the 
enterprise as a social system is important but secondary. It should be treat¬ 
ed by management primarily as a factor contributing to the efficiency of 


operations. 

To attempt to put communications in first place would be an even greater 
distortion. Business needs a communication system precisely for the pur¬ 
pose of maintaining its efficiency as an operating system and an adequate 
degree of internal harmony as a social system. The best communication 
system is not the one which transmits the greatest amount of information. 
There are questions of relevance and priority which must rest eventually on 
operating considerations. These questions are particularly vita in 


marketing phase of business. . . o ___ 

The executive who directs the marketing activity of a company is 

ed necessarily with the flow of messages almost as much as wi 

of o 0 ods Figure 1 pictures the main channels through which marketing 

messages typically flow" to the ultimate user of a product and return reactions 

move back to the director of marketing. 

The central channel carries messages in both directions. Outgoing messages 

are the sales messages which follow the flow of goods and are designed to 
result in purchase orders at each stage in the marketing process. The bac 
flow includes purchase orders, credit information, and comments and com¬ 
plaints of buyers. Advertising provides a supplementary outgoing commu 
cation channel directed at building consumer preference but incidentally 
havinc an important impact on trade channels and the company’s own sales 
organization. Marketing research provides a supplementary incoming com¬ 
munication channel, providing the director of marketing with essential 
information about consumers and trade channels and constituting a check on 
information and opinions received through the sales organization . 

To keep a communication system in balance and to prevent it rom eing 
bo^ed down with non-essentials, there must be some definite rules as to 
the relevance of messages and their priority in transmission. The re evanc 
of messages may be tested against the fundamental purposes of the organiza¬ 
tion. In general these purposes relate either to daily operation of the market 
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ing system or to the creation, maintenance, or expansion of the system. 
Communication may be relevant to the control of operations on the one 
hand or to changes confronting the system which necessitate adjustment. 



Negotiation and the Theory of Communication 

The developing theory of communication is not yet broad enough to 
cover all of these issues of relevance and priority. In fact it tends to rule 
such issues out by adopting a strictly mechanistic approach. The theory 
is drawn in large part from a study of mechanical control devices and trans¬ 
mission lines such as the thermostat and the telephone circuit. These analo¬ 
gies are very useful in suggesting ways of analyzing certain routine aspects 
of communication. They cannot shed much light on such a strategic aspect 
of human communication as negotiation. 

A thermostat, as pointed out by Wiener, can react to the “information” 
that the temperature in a room is dropping and activate a mechanism for 
turning on more heat. It cannot react to the fact that it is snowing outside 
and the probability that the occupants of the room would obtain a psycho¬ 
logical satisfaction from having the room a little warmer than usual. No 
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doubt it would be technically feasible to design a thermostat which would 
react to other types of information just as some instruments already allow 
for outside temperature as well as inside temperature. One thing that is 
clearly beyond the realm of plausibility is to design two thermostats so that 
they could negotiate with each other, taking into account conditions not 
anticipated by the designer, agreeing on a common method of meeting the 
problem and establishing standards of performance. 

Negotiation is the prototype of any form of communication which is 
intended to reconcile human wills. This would include all forms of persua¬ 
sion or coercion through language or symbols. It applies to advertising, 
selling, and bargaining in its many aspects pertaining to prices, wages, and 
the financing, merging or liquidation of businesses. Any communication 
which can be acted upon in a routine way has behind it a background of 


negotiation unless it is embedded in tradition and habit which has never 
been challenged. In a marketing system even the most routine forms of 
communication go back to a foundation in prior agreements and understand¬ 
ings. It is true, of course, that communication procedures can become so 
habitual that those directly involved lose sight of the original objective. 

Negotiation in its various aspects is involved in the creation, maintenance 
and expansion of a marketing system. Information may be relevant to these 
negotiations which is not relevant to current operations. The channels o 
communication, the persons involved in discussion, and the responsi i ity 
for initiating discussion would be substantially different in the two cases. 
At the same time there is usually considerable overlap in the c anne s use 
and consequent reaction of one type of communication over anot er. 
about reorganization quickly permeate through channels pnmany ^signed 

to carry operating messages. Morale and efficiency m curren ‘ ' 

be seriously affected. On the other hand the executive or outside consultant 

who is undertaking to get the information on which to base recommenda¬ 
a state oftension arising out of the hopes and fears created by his 
own investigation. Changes must be made frequently in any firm operating 
in a changing market and the prospect of change is never very far removed 
from operations. A sign often appears in front of a building that is being 
remodelled reading “No interruption to business while alterations are in pro¬ 
gress.” That expresses a worthy but difficult ideal to be followed in reorga- 

nization work. 


Communication and Control . 

All of these considerations suggest that there is a strategy of communica¬ 
tion as well as techniques of message transmission. In order to estabiisn 
rules of relevance governing the information to be transmitted an ° “ 
with priorities and other strategic questions, the communications problem 
in an organization must be subjected to functional analysis. It has already 
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been pointed out that communications are relevant to control or relevant to 
change and to various aspects of each. 

Control of a marketing operation is concerned with the application 
of marketing effort to market opportunity. The exercise of control assumes 
that operating goals, methods, and organization are well established. Control 
through communication takes the form of orders and instructions directing 
various elements in the organization concerning the resources available to 
them and their respective responsibilities in promoting operating goals. It 
usually starts with expense budgets related to sales quotas. In many cases 
control also involves the determination of detailed performance specifications 
and reports on performance. Conceived in terms of the input of marketing 
effort, the objective of controls is to set the total amount of input and to 
direct the distribution of effort over the operating field and the operating 
period. Conceived in relation to human behavior operating communications 
may be said to consist of operating signals and other messages designed to 
prepare the recipient for the proper interpretation of the signal and the pro¬ 
per execution of the desired response. 

Through training is as essential for a salesman as for a steelmaster in a 
rolling mill. Selling, however, can never be subjected to direct control to the 
same extent as assembly line operations. An operating signal in a rolling 
mill calls for a response that is well understood and quite automatic for ex¬ 
perienced operatives. Even the emergencies are highly standardized and 
every man knows where his station is when steel plates pile up in a 
“cobble.” Instructions to a salesman must give him more leeway to meet 
unforeseen situations. They do not in themselves correspond exactly to ope¬ 
rating signals but to directions to the salesman as to what to do when he 
gets the signal from his customer. He may have been trained to handle a 
variety of situations which typically arise in the sale of the product but it 
is up to him to recognize and classify each situation in all the diversity of 
detail which .arises in the field. He is also expected to consult with the 
home office on doubtful cases and to be alive to recurring factors which do 
not appear to be adequately covered by his instructions. 

The director of marketing is constantly obliged to operate in a dual 
capacity. He must require his men to conform to the prescribed pattern of 
operation without permitting too many deviations to meet exceptional cir¬ 
cumstances. At the same time he must be preparing for any necessary 
modification of the pattern to meet changing conditions. In a large opera¬ 
tion he cannot allow himself to be distracted from control. He cannot afford 
the time for the factual investigations and the detailed planning that would 
be required for changing the pattern. That is why research and planning 
activities are being delegated in an increasing degree to staff assistants and 
outsi e consulting organizations. Recommendations for changes are then 
submitted for the approval of the marketing director. Changes must be 



572 


READINGS IN MARKETING MANAGEMENT 


installed under his direction and responsibility if the operation is not to go 
out of control while the change is taking place. 

Communication and Adjustment to Change 

The changes that are the subject of relevant communication in a market- 
ing system can be classified under several broad categories. Changes may be 
made in the goals of the organization, in its operating methods, in its policies, 
or in the organization itself. Changes may be minor or major and may be 
responsive to either long-range or short-range considerations. 

The goals of a marketing operation may be related to the factor of profits, 
sales, and market position. Most fundamental is the desire to maintain or 
expand its market position. Sales and profits derive from market position 
and must be sought by means which do not endanger market position. Com¬ 
petition and the business cycle also have an effect on the feasibility of mar¬ 
keting goals from quarter to quarter. Sales forecasting and budgeting have 
already been mentioned as instruments for making these short-range adjust¬ 
ments. New products and new markets represent expansions in marketing 
goals which require more comprehensive investigation and discussion. A 
change in goals can also take the form of getting the same result with less 
money as compared with trying for increased sales. Good communication 
is vital both in marshalling all relevant information in the company and in 
getting the sales organization to accept and support the announced goals. 

Operating methods are subject to revision for two primary reasons. Either 
internal analysis or the example of other companies may disclose a better 
way of handling some phase of the operation. Use of a consulting organiza¬ 
tion in this connection can short-circuit endless discussion both because of 
knowledge of what other firms are doing and freedom from involvement in 
the present methods. Revision of methods may come up for consideration 
simply because of the growth of the company. Methods which formerly did 
not apply can be adopted later on because of the larger scale of operations. 
The installation of mechanical handling facilities in a warehouse is an ex¬ 
ample of the type of change in marketing methods which may become appro¬ 
priate at a certain stage of growth although clearly not economical previously. 
Large-scale operation does not lead to economies automatically but only 
provides the opportunity. The way to make sure that these opportunities 
are not missed is to arrange for a periodic review or marketing audit by an 

outside agency. 

Methods of communication should be covered in any general review of 
marketing operations. There are many concerns in which thousands of 
dollars are spent for the preparation and transmission of reports which are 
never used while information that is essential to daily control is neglected. 
The cost of each piece of information regularly compiled should be weighed 
against its demonstrated value. Full use needs to be made of the more 
advanced procedures for the efficient gathering, processing and transmission 
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of business data. Technical progress in this field has been greatly accelerat¬ 
ed in the last ten years. Application of new methods may make it feasible to 
continue informational procedures which otherwise would not justify their 

cost. 

The term “policy” is often used rather broadly and loosely. It needs to 
be distinguished from general statements about goals and methods on the 
one hand, or about organization structure on the other. In the present con¬ 
text policy may be defined as rules formulated at a higher level of authority 
to guide decisions which have to be made or considered at a lower level. A 
good rule is one that minimizes the number of exceptions which call for 
special handling. A rule that is effective in the beginning may come to be 
riddled with exceptions as conditions change. Modifications in policy should 
rest on a review of the recent cases covered by the policy and the adequacy 
of the policy rule in disposing of these cases. A revision is in order if a 
new rule would substantially reduce the number of exceptions and hence the 
amount of executive time consumed in administering the rule. 

Various aspects of communication are involved in reviewing an existing 
policy, formulating a new rule, and getting the change successfully installed. 
It is not enough to announce the new rule and to assume that the matter 
has been handled. Pressures for further revision or for reverting to the ear¬ 
lier policy can usually be anticipated. The facts which led to the adoption 
of the new policy need to be presented so persuasively as to stimulate a 
prompt change in patterns of behavior. A regular procedure for referring 
issues which presumably cannot be handled under the new rule will ptovide 
a check on how well the change in behavior has been accomplished. 

Organization Structure and Communication 

Modifications in the organization itself cover a wide variety of moves. 
Individuals may be recruited from the outside, promoted, or finally separat¬ 
ed from the organization. Functions may be grouped in a new way and the 
lines of authority redefined. The company may be merged into another 
organization or absorb other companies into itself. Changes of this type in¬ 
volve problems of the highest order in the strategy of communication. The 
status of individuals is directly affected by such changes and it is 
only natural for the individual to be concerned as much about his status as 
about the merit of the proposed operating structure. Poor handling of such 
moves may affect future operations for a long time to come as w'ell as disrupt¬ 
ing current operations. 

It is difficult to separate the structure of power and authority in an 
organization from its communication structure. The status of an executive 
can be defined in large measure by his place in the communications network. 
To whom does he report, who reports to him, what information does he 
receive, and what are the limits of his authority in reacting to information 
and issuing orders or recommendations based upon it? At the higher levels 
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of executive responsibility competence in communication needs to match 
competence in judgment. How to listen and how to ask questions, when to 
praise and when to disapprove, and how to check on channels of communi¬ 
cation and command while preserving their essential integrity are among 
the arts of executive communication. 

The director of marketing is always in some measure the captive of the 
web of communication through which he operates. He receives many mess¬ 
ages which are designed to influence rather than inform him. He is usually 
seasoned enough to make due allowances for this in his control of daily 
operations through communication. He cannot be expected to perform as 
effectively in modifying the network since it is virtually an extension of his 
own personality. 

Outside counsel has many advantages both in analyzing the present 
situation and in guiding the installation of the necessary changes. If counsel 
is oriented to the functional approach the difference between what is really 
essential and what is merely a matter of habit or temperament can readily 
be observed. Outside counsel is usually brought in when some change in 
company goals is open for consideration. If the new goals are adopted it is 
easier to get acceptance for new methods and organization relationships 
which are called for by these goals. Since the consultant has no power to 
command he is in a better position to let the facts speak for themselves. He 
can present a picture of the present situation as contrasted with the suggest¬ 
ed plan and allow all concerned to draw the inevitable conclusions. He can 
list the possible alternatives and direct the discussion that leads to general 

agreement as to which one is to be selected. 

This type of consulting procedure is a form of negotiation. The consultant 
is not a mediator except as he mediates between the facts and the persons 
who must adjust themselves to the facts. In the most successful cases he 
provides a framework and a procedure whereby an executive staff may re¬ 
organize itself around a fresh perspective as to the nature of its marketing 
problem and the most effective means of dealing with it. The marketing 
counsel, like the marketing executive, must be expert in communication. His 
interest in communication must be kept steadily centered on control and 
adjustment in an operating system. 

Establishing Two-Way Communication 

A large proportion of all marketing costs is absorbed by outgoing messages 
designed to influence consumer preferences and attitudes toward the com¬ 
pany on the part of the distribution trades and the general public. Marketing 
research is increasingly recognized as a necessary adjunct of advertising, 
public relations and trade relations. It is barely forty years since a great 
company in the advertising field initiated marketing research as a formal 
procedure. There are still far too many companies who believe that it pays 
to advertise but who have no way of knowing whether it actually pays for 
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them. The same thing can be said for much of the effort expended in culti¬ 
vating good trade relations and public relations. 

An organization sending out a stream of messages to a mass audience 
must provide an adequate means for the recipient to talk back. Obviously 
this cannot be done except on a sampling basis and even then the results 
are useless unless the information is gathered by approved scientific methods. 
It is true that consumers communicate with suppliers by voting ‘‘yes” or “no” 
with their dollars and much can be learned from an adequate sales analysis. 
There is still too big a margin for error if the marketing director has only 
guesses to guide him as to the factors influencing the vote. The difficulties 
in proceeding without direct communication from recipients is even greater 
when the outgoing messages are aimed at intangible values such as goodwill 
of the trade and the general public. 

If advertising and related activities are properly balanced by marketing 
research they take on the aspect of mass negotiation. That means that in¬ 
formation and purpose on both sides of the fence are given adequate lecog- 
nition in the process. Information about the company and its products, and 
arguments intended to persuade others to the company’s point of view make 
up the substance of the outgoing messages. Information about the aspects of 
consumer behavior affecting the need for such products and the motivations 
which are influencing public attitudes are among the types of data making 
up the return flow. If the two-way communication system is effective, it 
may bring about changes in consumer behavior on one side and the pioduct 
and its presentation on the other. 

Two-way communication is equally important for effective administration 
inside an organization but here the requirement has been generally recogniz¬ 
ed even though it may not be properly provided for. Both internally and 
externally it is easy for the structure of communication to get out of balance. 
A functional analysis of communications will fequently reveal the failure of 
an aspect of communication for lack of a tw 7 o-way circuit. Remedial measures 
should endeavor to recapture the essential spirit of negotiation. In exter¬ 
nal communication there is the additional problem of accomplishing this 
result through mass media. 
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There is a trend toward “recentralized decentralization” as a strategy for 
business growth. Evolution of the marketing concept, advances in informa¬ 
tion technology, and need for centralized control of managerial activity 
are the chief reasons for this trend. 

What’s so new about the “marketing concept ?’’ The term has been dis¬ 
cussed and written about so much that the uninitiated might be forgiven 
for assuming that the marketing concept is a dramatic and revolutionary 
theory that has recently burst upon the management scene; actually, of 
Course^ most of the ideas it embodies have been around for some time. 
What is new—at least for many companies—is the emphasis on making 
marketing a central part of the business philosophy of the company and 
elevating the marketing function to a pre-eminent position in the organiza¬ 
tion. 

There was a time when most companies were production-oriented . First 
they produced the product, then they made a market for it. Selling was thus 
the important concept—and the difference between selling and marketing 
is more than a semantic exercise. Selling focuses on the needs of the seller, 
marketing on the needs of the purchaser. Selling means moving products; 
marketing means obtaining customers. In production-oriented companies, 
management tells the sales department, in effect, “You get rid of the pro¬ 
ducts; we’ll worry about the profits.” In contrast, the marketing-minded 
company makes every effort to create goods that customers will want to buy 

at a reasonable profit to the company. 

We have had marketing-minded companies with us for some time, such 

pioneer companies as Sears, Roebuck, John Wanamaker, J. C. Penney, and 
General Foods have understood and practised the so-called marketing con¬ 
cept for many years. Today, however, more and more companies are adopting 
this point of view; management thinking is becoming more customer-oriented, 
and profitable selling is replacing sales volume as the primary objective 
of the marketing program. 

Source : From The Management Review, a publication of the American Manage¬ 
ment Association, vol. 51, February, 1962. pp. 4-12. Edward G. Koch : Professor 
of Business Administration, University of California (Los Angeles). 
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A Mature Mai'ket 

The reasons for this changing emphasis are not difficult to determine. 
During the past decade and a half, the United States market, although by 
no means saturated, has become mature. A great many U.S. consumers have 
satisfied their basic needs for products and goods. They have become more 
discerning buyers, and they can afford to pass up products that do not com¬ 
pletely meet their desires and standards. Moreover, they are spending a 
larger proportion of their income on services than ever before. Thus, pro¬ 
ducers of consumer goods must compete not only with each other, but with 
the growing appeal of vacation trips, higher education, better medical care, 
and the wide array of services that are becoming part of the “good life” to 
the American consumer. 

Focus on the Consumer 

Faced with this situation, many companies are finding that they cannot 
afford a hit-or-miss approach to marketing problems. The consumer has 
become the pivot point about which the entire business must move. This 
shift in emphasis requires more research expenditure, greater product-deve¬ 
lopment activities and increased attention to the short and long-term 
planning of marketing activities. Marketing plans have become the basis for 
the design and erection of total corporate planning. Future market plans 
and sales potentials, for example, serve as premises for the planning of 
advertising expenditures, sales and promotion efforts, plant expansion and 
location, financial requirements, and other short and long-term business 
commitments. 

At the same time, sheer sales volume is no longer considered the key to 
corporate profitability. As competition increases and profit margins shrink, 
many companies have found that their marketing plans, policies, and 
strategies must be designed chiefly for their contribution to profits rather 
than predicated on sales-volume objectives alone. And marketing goals must 
be consistent with overall company objectives in order to contribute most 
to the long-range benefit of the firm. This means that the marketing function 
must be more closely coordinated and integrated with the other activities 
of the company, and the marketing responsibility has been expanded and 
reorganized to interlock all functions of the company into greater effective¬ 
ness. 


Organizational Changes 

In short, the modern marketing concept demands that the activities of the 
entire business be directed toward the satisfaction of consumer needs at a 
profit, and to accomplish this goal it has often become necessary for a com¬ 
pany to rearrange its organizational structure. Although the changes that 
have been made have varied widely from company to company, depending 
on the peculiar circumstances in which they may operate, enough experience 
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has been logged to identify several basic types of organizational set-up that 

have been established by companies who have adopted this management 
philosophy. 


Simple Product Line 

In companies with a narrow product line, relatively simple problems of 
distribution, and a single channel of distribution, marketing and selling 
activities are often diffused among the various functions making up the busi¬ 
ness. Usually, the product-planning function reports to the production or 
engineering departments, the pricing function reports to the finance or 
accounting departments, and sales and advertising are separate departments. 
Sales forecasting and budgeting are often under a separate department or 
report to the finance or accounting departments. 

When such a company adopts the marketing-management concept, all these 
activities, which obviously bear on the consumer, are properly moved to 
the direction and control of a marketing director or manager. This executive 
is under the general supervision of top management and at the same level 
of delegated authority as production, engineering, and finance. 

The specific arrangement of the marketing-management function will be 
determined by the particular needs and scope of the company’s operations. 
In some companies, for example, some of the technical activities related to 
the product or product group—such as product development or product 
research—are not under the direct control of the marketing director but are 
a responsibility of the production or engineering organization. Other com¬ 
panies place technical product activities in his care, even, in some cases, 
locating the repair service work with him rather than with production or 
manufacturing. In all instances, however, the tendency has been toward a 
task-force approach to departmentalization, giving the marketing director full 
charge of such activities as market research, advertising, sales promotion, 
product planning and budgeting, and sales management. 


The Marketing Director 

This increased centralization of marketing functions requires a marketing 
executive who is more than the traditional sales manager. The marketing 
director must think in corporate terms rather than confining himself to 
building up sales volume; he must define problems for research, analyze 
results, and develop the indicated policies, plans, and strategies. In doing 
this, he must integrate the activities of other functions into the overall 
plans, working harmoniously with all members of top management and with 
the board of directors. 

Such men are not always easy to find; in fact, the chief difficulty many 
companies experience in adopting the marketing-director form of manage¬ 
ment is obtaining the right executive for the job. Executive recruiters indi- 
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cate that the specifications most frequently sought in a marketing manager 
are these : 

1. Ability to plan and coordinate the entire marketing activity on a profit-minded, 
businesslike basis. 

2. Working familiarity with both manufacturing and research. 

3. Sufficient knowledge of finance and accounting to be able to judge merger and 
acquisition possibilities intelligently. 

4. Ability to set up and carry out long-range plans for new markets. 

Committee Systems 

It is quite possible that a company lacking such executive talent but de¬ 
siring to go ahead with a reorganization under the marketing concept might 
start with a committee system. Indeed, even companies with highly capable 
managers often prefer the committee approach, believing that it facilitates 
communication and coordination among the various functions of the busi¬ 
ness. In Dennison Manufacturing Company, for example, the president serves 
as chairman of a marketing committee composed of the marketing manager, 
the general merchandise manager and his assistant, the research and develop¬ 
ment director, and the controller. Meetings are held at least every other 
week to discuss profits, make concrete plans, and decide on courses of action. 
In other companies, marketing committees are composed of the top executives 
from sales, advertising, market research, finance, and production. 

The advantage of the committee system is that it eliminates many obstacles 
to interdepartmental coordination. The problems of communication between 
activities are greatly lessened because each, through active participation, is 
constantly abreast of the problems; needs, and findings of the other activities 
represented on the committee. But many companies find committees un¬ 
wieldy, and they prefer to pinpoint the marketing management responsibility 
under the line authority of a single corporate marketing director. 


Diversified Companies 

Although the reorganizations that implement the marketing concept are 
significant in functional-type companies, they are even more dramatic in 
corporations with decentralized operations, many of which have shown a 
decided movement away from the General Motors type of decentralization. 
This is not to say that all companies with this marketing approach have 
changed their organizational patterns; some, like General Electric, adhere 
to the decentralized structure of self-contained divisions. But more often 
than not there is a strong trend toward a “recentralized decentralization” 
under the modern marketing concept. 

To see how this trend changes organizational patterns, we can examine 
the effect of adoption of the marketing-management concept in four types 
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of decentralized companies: (1) those with a package of complementary 
products or services using the same channel of distribution; (2) those with 
similar products using separate channels of distribution; (3) those with dis¬ 
similar products using the same channels of distribution; and (4) those with 
dissimilar products using different channels of distribution. 

Complementary Products—Same Channels . 

Companies with a package of complementary products using the same 
channels ot distribution often centralize the marketing-management activity 
and geographically decentralize selling operations. 

In these cases, the pure selling functions are decentralized under regional 
oi tei ritorial line managers for reasons of economy, selective selling, and 
expanded penetration, lop marketing management reports to the chief exe¬ 
cutive officer and operates on a staff basis, with “functional authority” over 
all marketing and selling activities. This pattern of organization is well suited 
to a company selling complementary products through common distribution 
channels because the company is often more concerned with marketing a 
“whole idea” rather than individual products. 

It is not difficult to find examples of large corporations that have reorganized 
in this fashion. Among the companies that are now emphasizing centralized 
marketing are the following : 

Burroughs Corporation, after a three-year tryout of product-line decentralization in 
which each division was responsible for its own marketing, manufacturing, engineering, 
and the like, abandoned this structure and set up a single marketing activity at head¬ 
quarters to oversee the marketing of almost everything the company produces. 

Illinois Tool Works also centralized its marketing management and decentralized 
its product groups, which are responsible for their own selling. 

Monsanto Chemical revamped its organization to centralize marketing at the top 
corporate level. This reorganization was designed to bring marketing and production 
closer together and to get better-coordinated product planning. 

Humble Oil consolidated six operating affiliates into one, with centralized marketing 
management at the headquarters office and decentralized field selling operations in 
four regions across the country. Company management anticipates that overall sales 
volume can be increased appreciably in the years ahead through the use of a single 
marketing organization and a company-wide trade mark or symbol. The new organiza¬ 
tion will be able to make use of national advertising and promotion, to enter new 
marketing areas where none of the separate affiliates operated before, and to expand 
the network of marketing facilities in some areas where present representation is com¬ 
paratively light. 

Similar Products—Separate Channels 

A second type of marketing organization in decentralized companies can 
be found in companies with similar products and separate channels of distri¬ 
bution. Under this kind of organization, production and marketing are cen¬ 
tralized activities and selling is a responsibility of the divisions. Examples 
of this pattern are evident in the automobile industry, where Ford Motor 
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Company and Chrysler Corporation—and, to some extent, General Motors 
Corporation—are moving toward this kind of “recentralized decentralization/’ 
In 1955, Ford Motor Company planned to set up separate, self-contained 
car divisions to compete line by line with General Motors. Within four years, 
the company created four new divisions—Continental, Lincoln, Mercury, and 
Edsel—and dismantled them because sales volume was not robust enough 
to absorb the divisional overhead. In 1957 and 1958, Mercury, Edsel, and 
Lincoln were combined into one division. In 1959, Ford dropped the Edsel 
line and transferred the Lincoln-Mercury division’s assembly, purchasing, and 
production to the Ford division, leaving Lincoln-Mercury merely a sales 
organization. In 1960, the company took all assembly, purchasing, and pro¬ 
duction-engineering operations out of the Ford division and placed them 
in a new centralized automotive activity. This was the final step in cen¬ 
tralizing all production, keeping market planning and strategy centralized at 
headquarters, disbanding self-contained profit centers, and assigning only 
selling responsibilities to the divisions. 

Chrysler Corporation experienced a similar evolution in its organization 
structure. In 1950, Chrysler was structured on the simple lines of any manu¬ 
facturing plant of an earlier generation, with a chief executive officer and 
vice-presidents for finance, engineering, and sales—all operating executives. 
Reorganizing was a gradual process that started with a program of divi¬ 
sionalization to get control of costs. In 1956, sales responsibilities were taken 
from the divisions and given to the central staff, evidently to obtain market¬ 
ing information for headquarters. The system got another upheaval in 1958, 
when manufacturing operations were taken from the car divisions and put 
into centralized functional groupings, and the divisions were once more given 
responsibility for sales. As a result. Chrysler now has a strong policy, market- 
analysis, and planning staff at the top corporate level, and a centralized 
manufacturing activity to handle all production. The divisions have no other 
task than to sell automobiles. 

General Motors is the least consolidated of the “Big Three.” Each GM 
car division has its own engine, suspension, and assembly facilities, and 
Chevrolet and Buick have their own transmission operations. However, a 
dispersal of activities has started: Now Buick and Oldsmobile share an 
engine, Chevrolet makes transaxle and rear suspension parts for Pontiac, 
and Pontiac produces differential parts for Oldsmobile. It is conceivable 
that the future will see a changing pattern of “recentralized decentraliza¬ 
tion ’ in General Motors as it seeks to gain more of the advantages of the 
modern marketing concept and, along with them, the paring of burdensome 
divisional overhead costs. 

At all three major automotive companies, responsibility for breaching new 

markets, capitalizing on new-product diversification, and utilizing the modern 

marketing concept is lodged in a separate office—next door to the chief 
executive. 
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Different Products—Same Channels 

A third type of recentralization occurs in companies with dissimilar pro¬ 
ducts but common channels of distribution. In this structure, selling opera¬ 
tions are centralized under a sales division, because selling methods are the 
same for all products, but marketing and production functions are delegated 
to various separate product divisions. Although these divisions are respon¬ 
sible for enterprising efforts and expanded profits on their respective lines, 
their activities are subject to stringent central-office control by the vice- 
president of marketing, who oversees marketing management throughout the 
organization. He approves all short and long-term planning of the product 
divisions, including advertising appropriations, sales-promotional deals, pricing 
policy and strategy, and expense budgets. In addition, he is usually respon¬ 
sible for marketing research, advertising research, and broad consumer- 
research functions. 

Companies with this type of organization—among them, General Foods 
Corporation, Pillsbury Company, H. J. Heinz Company, and Procter & Gamble 
Company—depend heavily on consumer and product research to guide them 
in producing products that meet consumer needs and desires, thus attuning 
the entire corporate effort to the consumer. Such companies are truly market¬ 
ing managed.” They utilize research to define needs or desires that a product 
might be designed to fulfil. New-product ideas come from interpretation of 
consumer surveys or from astute anticipation of consumer needs. Product 
divisions, working with the central office of research and development, are 
responsible for initiating product ideas and improvements; pure research is 

left to the central R&D activity. 

During a product’s lifetime, the product division uses research to analyze 
the quality and value it represents to the consumer, so the company can 
predict or ward off competitive inroads. Should a product develop trouble 
it is the job of the product division and central R&D to determine how much 
of the problem lies in the product and how much is created by outside 
pressures Even when products are successful and trouble-free, product divi¬ 
sions continue to study them for opportunities to redesign or repackage them, 
or otherwise to improve their salability and expand their market penetration 
The “marketing-managed” companies are most sophisticated in the use of 
research and the marketing concept to satisfy today’s mature consumer 
needs at an adequate return to the company. 

Different Products—Different Channels _ 

A fourth type of recentralization is found in companies with dissimilar 

products using different channels of distribution. Even though product res¬ 
ponsibilities may be delegated separately—e.g., for consumer and industrial 
products-they are often controlled by a top management executive operating 
under the modern marketing concept, as is the case with Du Pont, Borden, 

and General Mills. 
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Companies with a wide variety of products, both consumer and industrial, 
must always be alert to the possibility that their profit position may be im¬ 
paired even while their total sales are growing. Top-heavy selling and 
marketing activities can be a serious drain on company resources, sometimes 
to the point where it is actually more profitable to eliminate some lines than 
to have too many irons in the fire. It is interesting to note that Monsanto 
Chemical Co. developed an excellent consumer product in “All,” a home- 
laundry detergent, but sold it outright because the product did not fit their 
line, used a different channel of distribution, and required a separate selling 
effort. 

Recentralized Decentralization 

All these organizational realignments, different as they are, have a common 
element: a marked tendency for strong central-office control over marketing 
and product planning, analysis, and strategy. This strict marketing direction 
from the top, which is akin to the rigid central-staff financial control found 
in the General Motors type of organization, is a feature of the organization 
of an increasing number of companies. 

The revolution in marketing management, along with the revolution in 
information technology, may very well portend a reversal of the trend to 
decentralization and a strong recentralization of major business functions in 
the corporations serving the markets of the sixties. 



VII/EVALUATION OF 

MARKETING EFFORTS 



491 How to Use Market-share 

Measurement 

Alfred R. Oxenfeldt 

Too frequently management relies upon market-share measurements to 
evaluate the effectiveness of the firm’s marketing efforts. But such measure¬ 
ments must be used with great care since indiscriminate use can lead to 
costly mistakes and lost opportunities. 

Market-share measurement is among the most widely used of all business 
tools, and it is consequently surprising that one cannot find anywhere a 
full discussion of why it is used, the assumptions it implies, and the occasions 
when it is likely to be reliable or those when it will lead one astray. 

Study of market shares can be a most effective aid to management diagnosis, 
but only when properly evaluated and discriminatingly applied. Does such use¬ 
fulness warrant its current widespread and often automatic application? What 
are its special limitations which must be, and usually are not, taken into 
account? This article will attempt to answer these questions and to suggest 
the most effective way of utilizing this valuable but overworked tool. 
Management employs market shares: 

1. To appraise performance. 

2. To express market targets. 

3. To assist in forecasting sales. 

Although these uses have some points in common, they are essentially 
different, and the validity of market-share measurement varies from use to 
use. 

APPRAISING PERFORMANCE 

It is difficult to draw a line between the use of market-share measurement 
as a standard of appraisal and as a market target, for underlying any standard 
of appraisal is some assumed target. Specifically, if one judges management’s 
performance by changes in market share, he assumes the minimum target 
of maintaining market share. Despite overlap between market-share measure¬ 
ment as a target and as a standard for appraisal of performance, I believe it 
will be helpful to discuss the two uses separately. 

One need hardly point out that most firms do in fact collect, analyze, and 

Source : From Harvard Business Review, vol. 37, fanuary-February, 1959, 
pp. 59-68. Alfred R. Oxenfeldt : Professor of Marketing, Columbia University. 
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base decisions upon market-share data when such information is obtainable 
at modest cost. Indeed, most trade associations regard as one of their chief 
functions the promulgation of data that permit members to compute market 
shares. As far as an outsider can make out, these measurements of market 
share are used with considerable confidence to determine whether manage¬ 
ment should continue current policies (which is the conclusion usually drawn 

it the firm has expanded its market share) or whether it should alter its 
policies if it has lost market position. 

Basic Reasons 

Perhaps the main reason for using market-share changes as a standard for 
appraising a management s performance is the belief that such measurements 
separate changes in sales resulting from forces outside the firm—such as 
general prosperity, recession, shortages of goods, changes in price through¬ 
out the industry, shifts in foreign demand, and government purchases—from 
those for which the management of the firm can be held responsible. 

On this score, then, market-share measurement overcomes the weaknesses 
of most other bases for evaluating management performance (like total dollar 
or unit sales or total profits), since other measures might give management 
credit for an increase in business, even when the rest of the industry had 
achieved a greater increase. Conversely, these other bases would direct criti¬ 
cism at the management of a company whose sales declined, even if they fell 
less than total industry sales. 

A second reason for appraising performance by market-share changes is 
that it seems to make reasonable demands of management. In effect, this 
standard compares the management of the firm with the average performance 
of all other companies in the industry taken in combination, rather than, say, 
with the performance of the very best. The apparent fairness of this standard 
of comparison, with its ostensible impartiality and objectivity, probably is 
one of its greatest appeals. 

If pushed to justify market-share measurement as a standard of manage¬ 
ment appraisal, these are the two reasons most business executives produce. 
They are quite rational and logical, but it seems that some important emo¬ 
tional factors also are involved. One of these is the tendency to project 
changes into the distant future; a drop in market share (even when unaccom¬ 
panied bv a decline in total sales) thus seems to conjure up the specter of 
bankruptcy. Another is the tendency to interpret a decline irk market share 
as evidence of having been bested by competitors in open and fair combat 
and consequently proof of personal failure. 

Mistakes in Reasoning 

In very simple terms, the use of market-share measurement as a basis for 
evaluating management performance implies that a firm should be able to 
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keep pace with all its rivals—taken together—in total sales. Although super¬ 
ficially reasonable, this assumption is rarely legitimate. In fact, there is strong 
reason to question whether any firm should be expected to keep pace with 
its rivals, whether the pace is clocked in terms of sales or any other unit. 

Can one assume that every firm is always affected equally by all outside 
forces”? Although it may seem fair to expect a firm to keep up with its 
industry generally, there are many situations where such an expectation is 
wholly unwarranted. For example, this standard presupposes that there wil 
be. no newcomers in a business, or that their effects on the market are 
offset by firms leaving the business, or that the impact of new firms or exits 
from the industry falls equally on all established firms. These presuppositions 
may apply in many cases, but there are probably more where they do not. 

Because of the entrance of new firms into some industries, a decline in 
market share on the part of many established firms is inevitable; conversely, 
the recent merger movement and the squeezing out of firms from a variety ol 
industries ensures that the survivors will attain higher market shares with¬ 
out any particularly meritorious action on their own part. One must expect 
that some firms are affected more than others by changes in foreign markets 
and sources of supply, differences in rates of regional growth, the strength 
of local enterprises, the actions of local governments, and so on. 

Perhaps the most glaring deficiency of market-share measurement as a 
standard for the evaluation of management performance lies in its implied 
assumption of ignorance about the firm and its industry. Persons closely asso¬ 
ciated with a firm know a great deal about its financial and personnel resources, 
its command over strategic locations, natural resources, secret processes, ties 
with customers, and other possible sources of competitive advantage. They 
also know rival companies’ situations with respect to these conditions. Hence 
they have some basis for deciding whether the firm would perform as well 
as, better than, or worse than the industry generally if it exhibited the same 
degree of management skill and “application.” And to someone who has 
special knowledge of an industry and firm, the most unacceptable assumption 
is that the firm should grow and decline in line with the rest of the industry. 
Although! the implicit assumption that all firms in an industry are equally 
endowed may serve someone who has no special knowledge of the industry, 
it should not be acceptable to those who know the detailed facts of a specific 
case. 

If the foregoing reasoning is valid, it is a mistake to assume that a manage¬ 
ment should be able to maintain its current market share, that failure to do so 
is clear evidence of managerial deficiency, and that greater growth of sales 
than attained by the industry generally is proof of managerial excellence. 
It follows, then, that one must expect the use of market-share measurement 
for appraising managerial performance to result in mistaken evaluations of 
individuals. Even more important, it is likely to result in unwarranted actions 
to maintain market shares in the face of inescapable declines and in smugness 
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because of slight market-share gains when very great increases in market 
share were readily attainable. 

SUCCESS IN APPRAISALS 

If measurement of market share is to serve as a standard by which manage¬ 
ment’s performance may be appraised reliably and objectively, it must meet 
several tests in addition to the one just discussed: 

(1) It must be possible to compute the market shares accurately, or at least 
make computations that are comparable over a moderately long time. 

(2) The standard must be consistent with the basic objectives of the firm— 
that is, changes in market share must reliably indicate changes in the firm’s 
basic “success” or prospects of future prosperity. 

(3) The standard preferably should direct attention to sources of difficulty 
or of success; and it should suggest appropriate remedial action when manage¬ 
ment has been performing badly. 

Difficulties in Measuring 

Let us turn first to the actual measuring process. Market shares can be 
measured in either of two general ways : 

1. By comparing one's own sales with known industry sales (as compiled 
by a trade association from confidential reports from all companies). When 
the product is a consumer good, such data almost invariably describe sales 
to middlemen rather than to consumers, with the resulting danger of delayed 
recognition of distended or swollen inventories in the channels if the con¬ 
sumer market is lagging. This, of course, can cause managerial complacency 
when decisive action is called for. 

2. By surveys of consumers' purchases (the panel survey being by far the 
most commonly used for this purpose). This second type requires very great 
effort and outlay if reliable information is desired for fluctuations in market 
share in the individual communities. (Such studies also reveal changes in 
individual competitors’ market shares.) A very large sample would be needed 
to cover the major markets of the nation, especially if there are many brands 
of the product. 

Many firms can compute market shares by using several different types 
of basic information. For instance, market shares may be computed in 
physical units, without respect to the dollar sums involved. In some industries 
one obtains widely different results, both in absolute amount and even in 
direction of change, according to whether dollars or units are used. For 
example: 

Some firms in the television business have been leaders in portable sets 
while selling relatively few consoles. These companies would rate higher 
if judged by unit volume than by dollar volume. Almost as important as the 
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distinction between portable and nonportable television sets is that between 
table models and console sets. The difference consists of more than dollar 
value; one is substantially more profitable than the other. 

Difficulties in measuring market shares arise also from the factor of timing. 
Market-share measurement must make allowances for unusual sales condi¬ 
tions at the very beginning and end of the time period under scrutiny. 
Especially when one is measuring market share during a short period, like 
a month or a quarter of a year (and more especially when measurement is 
being made in limited geographic areas), large deliveries on the first or last 
days of the month are not unusual and tend to distort month-to-month com¬ 
parisons with market shares in the preceding year. In fact, end-of-period 
abnormalities pyramid because they increase or reduce sales in one month 
abnormally, while having the reverse effect on the following month, thus 
doubling the original distortion. As a result, ordinarily a considerable amount 
of time must elapse before a firm can detect confidently a change in its 
market share. These timing distortions can affect many companies and distort 
the industry total as well as a firm’s sales results. 

Other measuring difficulties arise because the market-share measurement 
might be made at different points in the industrial structure, as we noted 
earlier. Specifically, it would be possible to measure the retail sales of a firm 
as a percentage of all sales to the ultimate consumer, or one could measure 
market shares by distributors’ sales to retailers; and similarly, market shares 
might be measured by manufacturers’ sales to wholesalers. Rarely would one 
obtain the same market-share results by these different methods; one 
measure might show an increase during a period in which another indicated 
a decline. To that extent, conclusions based on one measure could be in¬ 
correct for a considerable period. 

Thus, it appears that difficulties of timing and stage of industry at which 
sales are to be measured can produce measurements of market share that 
are misleading. And whenever serious difficulties of measurement exist, one 
can be certain that even more serious errors in interpretation may arise. 

Diagnostic Tool 

Does market-share measurement meet the test of indicating sources of 
difficulty or the factors making for success? Doubt has already been cast on 
the correlation between changes in market share and managerial excellence. 
But suppose we pass over this difficulty and consider a situation in which 
the market share of a firm has declined and nothing other than managerial 
weakness can explain the decline. Can management infer anything about 
the specific errors that require correction from an examination of the change 
in market share? Clearly there is nothing in the knowledge that a firm 
has lost ground relative to the rest of its industry to indicate why this hap¬ 
pened. At best, market-share movements can signal that something is wrong, 
but they do not indicate the cause of the trouble. 
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Indeed, market shares offer only one advantage over cruder standards; 
namely, they “automatically” adjust for conditions that are common to the 
industry as a whole. However, this automatic adjustment is not necessarily an 
accurate one, for it implies that outside forces impinge equally on all firms, 
which we know is not generally the case. Apart from basic defects in the 
underlying rationale, market shares pose difficulties in measurement that 
weaken their reliability; and, even when they do signal managerial weak¬ 
nesses, they do not indicate the conditions that must be rectified. On balance, 
then, measurement of market share provides a faulty standard by which to 
judge the excellence of management. 

Specific Requirements 

Before going into the ways in which market-share measurement can be 
used as an effective appraisal tool, it is wise to consider for a moment just 
what one can reasonably expect from any tool for the diagnosis of mana¬ 
gerial performance. Clearly, no statistical or “mechanical” processing of data 
will disclose the most efficient course of action to take. Indeed, one may 
safely expect that actions which would have been successful if adopted by 
one firm would have injured another in the same industry. Moreover, one 
could not apply directly to the future the lessons learned from a study of 
the past; one must recognize that management’s interest in the past is not 
to fix blame but to learn lessons that can be applied in the future. 

A distillation of an industry’s experience usually is extremely helpful in 
selecting policies and specific actions for the future. Two distinct steps are 
involved in this process, however, and these stages should be kept quite 
separate: 

3. Determining what contributed to success in the recent past. 

2. Deciding what would prove successful in the future, taking account of 
changed conditions in the industry or in the firm’s position within the in¬ 
dustry. 

A diagnostic tool can, at best, serve for the first stage. Even then it is 
unrealistic to expect definitive results, for the number of variables operating 
in any market situation is too great to allow each one to be isolated and 

graded. 

One is entitled to demand of diagnostic tools that they bring together 
the most relevant data bearing on a problem and place the material in a . 
framework which facilitates reliable interpretation. And yet we must not 
be surprised if the very best tools we can fashion still lead competent persons 
to different conclusions, for business is extremely complex. Its complexity, 
however, is not so great that analysis of recent experience is fruitless. On 
the contrary, the greater the complexity of a problem, the more urgent is 
the need to learn whatever one can about it; even the most informed are 
likely to err frequently. And the uninformed will not only err more often, 
but their errors are almost certain to be more disastrous. 
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Considering all these general qualifications, how can market-share data 
contribute to diagnosis and to marketing success? Market-share measurement 
clearly must play a central role in diagnoses of business success because it 
reveals how buyers have responded to the whole complex of actions taken 
by all firms in an industry. Taken singly, as already indicated, such data 
only describe what happened without explaining the all-important why. But 
studied in conjunction with the market actions taken by all firms—those 
responsible for changes in market share—the data acquire deep meaning. 

This is especially true when one examines changes in market share in 
individual markets, rather than changes in national market share; for changes 
in national market share of a firm generally are unlike those that occurred 
in any individual market. The firm’s national position usually reflects the 
combined effects of substantial increases in some markets and large declines 
in others. Under such circumstances, which are not at all unusual, national 
market-share changes present a wholly misleading picture of what has actually 
happened to a firm in any specific market. Moreover, they tend to suggest 
incorrect explanations for what has occurred. 

Individual Markets 

If one is to understand what policies make for market success and failure 

in an industry, one might proceed in any of the following ways . 

(1) He might select for detailed examination all cases of dramatic recent 

success and failure. 

(2) He might select for close investigation individual companies that em¬ 
ployed quite different sales programs and observe the effects of these 

differences. 

(3) He might select for close scrutiny only those firms which recently 
changed their marketing policies and observe the effect of the change. 

(4) He might study the experience of all firms. 

Even the simplest of these four possibilities represents a very substantial 
effort, for an explanation of success and failure emphatically must not rest 
on such notoriously unreliable sources as “common knowledge ' or trade 
information.” It is essential that all available data be gathered even at 

considerable expense—to put together a fairly complete story on what was 

done and what happened as a result. If the results are to be reliable and 

usable, one must investigate experience in individual markets, where the 
effects of any marketing policy are likely to reveal themselves quite sharply 
and with minimum distortion. 

By using the foregoing method, management can obtain a large number 
of individual market situation for close study. The experience of each firm 
in each market represents a separate, and potentially revealing, story in itself. 
By combining the stories about many firms in many separate markets, one 
can obtain a body of experience from which he can draw fairly reliable 
conclusions. 

75 


594 


READINGS IN MARKETING MANAGEMENT 

This method of diagnosing managerial performance thus overcomes one 

of the fundamental difficulties confronting managements which desire to 

formulate policy on the basis of previous experience—that there apparently 

are very few cases for analysis. Actually, by shifting from a study of national 

market shares to shares of individual markets, one obtains a very large body 

of evidence from which to determine the factors making for market success 
and failure. 

MANAGEMENT TARGETS 

We noted earlier that a second major use of market shares is to express 

top management s market objectives. Let us now examine their rationale 
and validity in this use. 

Unquestionably many, if not most, managements express their market 
objectives in terms of sales volume and, more particularly, as some parti¬ 
cular market share. To be specific, many managements base their marketing 
programs for a year, and sometimes for even longer periods, on a decision 
to attain a specific—or simply a larger—share of the market. What kind of 

reasoning lies behind such goals, and what is likely to result from the pursuit 
of them? 

Basic Reasons 

One must expect to find that all firms in an industry will consistently 
attempt to attain sales well above the current total, for many of them are 
consciously trying to increase their share of the market. It has been found 
that in many instances where the total sales for the industry are accurately 
estimated, there will nevertheless be substantially over-expanded facilities 
because most firms in the industry have projected a larger share of the 
grow'ng market for themselves. Obviously, the combined shares of all pro¬ 
ducers must equal 100%. However, no mechanism exists which compels 
all producers to set sales targets that are mutually consistent; and there 
seems to be a pervasive bias in favor of shooting for and expecting—hence 
actually planning for—greater sales than can reasonably be expected. 

Let us start with a top management that has set a goal for the firm of 
increasing its market share by a prescribed percentage. In effect, it is estab¬ 
lishing a target for lower levels of management. In pursuit of this goal, lower 
levels of management (possibly with some assistance from top management) 
will devise a program of sales stimulants that might include special sales 
promotions, price reduction, improvements in product design, increases in 
sales force, higher advertising expenditures, changes in distributors, stronger 
incentives for salesmen, intensified sales training, and the like. 

Whatever the nature of the final program, it will have been sparked and 
its basic outlines determined by the stated resolve of top management that 
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the firm should attain a specified increase in market share. In the absence 
of this target, one must assume that the sales program worked out would 
have been quite different; to do otherwise requires us to conclude that top 
management’s targets are ignored. 

A few critical questions should be asked about this form of expressing 


management objectives : 

Are managements persuaded that an increased share of the market is a 
desirable end in itself at any and all times?Do they, for instance, assume 
that a higher share of the market will always be accompanied by higher long- 


run profits? If so, can this assumption be used as a universal rule? 

Can management draw' any reliable conclusion about the effect of increased 
market share on profits without spelling out and computing the cost ot a 
concrete program that is likely to increase the firms market shaie? Undei 
what circumstances do top executives believe that an increase in market 
share is worth the cost that may be required to achieve it, and when are 

they reconciled to their current market share? 

Does management believe that a firm’s prospects for survival are enhanced 

automatically by an increase in its market share? 

Do top executives ordinarily aspire to a larger share of the market to 
achieve the status of a price leader, or to bring about some other change 
in its status? Or do many managements simply decide to work for a larger 
share of the total industry’s business as proof of superiority over rivals? 

One can be certain that managerial thinking will vary widely from case to 
case so that there can be no single answ ; er to these questions. But it is clear 


that one vital question, deserving of any management s attention, does 
emerge: What are the full consequences of changes in market share and 
when are the fundamental objectives of business likely to conflict with the 
end of increasing market share? 

It is unlikely that any moderately competent management would com¬ 
pletely ignore all considerations other than market share. One must expect 
top management to recognize that market share does not necessarily imply 
greater profits, survival value, market status, or whatever other ends manage¬ 
ment may desire to achieve. On the other hand, several very compelling 
reasons lead managements to employ market-share goals rather than the 
clearly desirable ends of profitability and survival. Even more important, 
once a target has been set and passed on to lower levels of management , 
the factors other than considerations of market share that might have been 
recognized by top management may often be overlooked. That is, as the 
goal is presented to middle-level management, it may become a target in 
and of itself. If so, there is strong likelihood that the cost of attaining the 
goal may receive little attention and insufficient thought may be given to 
the costs of holding an increased market share. 

One will never be able to ascertain definitely what considerations underlie 
the decision of managements to increase their market shares and the extent 
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to which their subordinates are influenced by considerations other than 
market share. If asked directly, executives would not admit that they ignore 
considerations of profitability even if such were the case. It appears im¬ 
possible to develop a research device which would demonstrate reliably 
whether or not that were true. 

My own experience as a consultant, discussions with others similarly 
engaged, and study of the literature about the techniques employed by manage¬ 
ment and the manner in which managers conduct their activities, all suggest 
that no matter what verbal qualifications accompany these techniques, they 
are in fact generally used as if they were the main objectives the firm should 
pursue—unless their attainment clearly would jeopardize survival or be 

extremely unprofitable. 

Price of Expediency 

By understanding why managements generally state their objectives in 
market-share terms, one can readily explain why they carry such great weight. 

For one thing, management is unable to employ the more pertinent target of 
profit share; profit share represents the proportion of all profits made in the 
industry on the particular items sold by the firm. It does not require excessive 
charity to allow that management would, if it only could, express its targets 
in terms of relative profit, rather than sales performance. However, data are 
lacking which would permit the computation of profit shares. Profits are not 
always reported publicly, and often they are not even disseminated privately 
by trade associations. More important, most firms produce a dissimilar mix 
of products, and each one has great difficulty in computing for itself the 
profits contributed by any single product; for rivals, such computations are 

doomed to remain more fantasy than fact. 

Management may well conclude that profits, survival, and all such desirable 
ends are closely connected to unit sales. Many widely held concepts emphasize 
the dependence of profits and general success in high sales volume. Most 
important among them are the “break-even chart” type of analysis, the 
related concepts of “contributions to overhead” and the distinction between 
“fixed” and “incremental” costs. All of these notions imply that unit profits 

rise rapidly as a firm attains high levels of sales. 

In addition, many executives place strong reliance on what might be termed 
a “band wagon” sales effect. They hold, not without reason, that gains in 
market share tend to perpetuate themselves because potential customers are 
more easily persuaded to purchase a product that is growing than one that 
is losing in popular favor; also, buyers of most products apparently replace 
a product with another of the same make more often than with some other 

make. 

The preceding reasoning does not pass on the validity of views which suggest 
that a high correlation exists between profits and unit sales. Presently I shall 
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consider this subject at some length; at this point I simply recognize that 
both the unavailability of data permitting the computation of profit shares 
and some widespread business concepts force managements to use some other 
basis for setting their targets and encourage them to accept market-share 
measurement as being tantamount to profit measurement. (Persons who are 
so minded may consider this discussion a critique of the assumptions under¬ 
lying neo-classical price theory that businessmen attempt to maximize profits. 
To the extent that market shares are not correlated with profits, and business¬ 
men think mainly in terms of market share, the conclusions of price theory 
are likely to be in error.) 

Thus we find that top managements generally express their targets in terms 
of market share although they may weigh other considerations in their delibera¬ 
tions. The fact which stands out is that the targets they set for their sub¬ 
ordinates are expressed, as market shares and that other considerations 
are likely to be given little weight and even ignored by their subordinates. 
It is also clear that a lack of data on profits by item and some widely held 
business concepts reinforce reliance on targets expressed as market shares, 
and, further, that the use of market-share targets assumes similarities between 
the past and the present and between each firm and the industry as a whole 
similarities rarely occurring. Accordingly, we are driven to the conclusion 
that targets stated in terms of market share may be in conflict with other 
goals of the firm, such as maximum short-run or long-run profits, minimum 

risk of loss, or maximum prospects for survival. 

Managements must therefore recognize the danger of a conflict between 
market share and other more valid objectives. This danger cannot be dis¬ 
missed as merely a theoretical possibility; there is no reason to consider this 
danger small. Use of market shares as a method of expressing market targets 
may be explained on the grounds of convenience. But the price paid for this 
convenience may be very high. 

If market-share targets conflict so often with profit, risk, and survival 
goals, should management scrap the use of market shares altogether? If 
that were done, what could be substituted in their place? Or is it better 
for management to employ a combination of targets with market share as 

only one? 

Multiple Targets 

Most top executives state that they pursue a combination of objectives! 
they apparently aim for some profit target, possibly figured as a percentage 
of net worth, sales, or total assets, for financial liquidity, and for) larger 
market share. But just as soon as a manager sets himself multiple objectives, 
there arises the danger of conflict among them. If all standards led to the 
same result, then a single standard would suffice. If they can conflict, then 
one must be given priority over the other (in which case one would have 
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sufficed from the beginning), or some basis must be established whereby an 

executive can decide how much of one objective to sacrifice in order to 
achieve the other. 

This possible conflict among goals is sharply illustrated by the experience 
or the Soviet Union: 


Russian planners establish goals in two main forms: they set physical 
output targets and also cost budgets (an amount to be paid out to the various 
factors of production). Not infrequently the output goals can be met only 
by incurring heavier costs than were allowed in the plan. In these cases 
the plant managers are faced with the choice of subordinating either the 
output goal or the cost goal. One must expect that the existence of two 
goals that sometimes conflict generally causes different behavior than would 

°“ U1 a goal were established. Possibly the existence of two goals 

is inescapable in the USSR because economic planning changes the function 
of price, as it does not in our economy. 

Is business management justified in including market share as one of its 
multiple goals? close analysis should reveal that other goals always take 
precedence over market share so that the use of market-share targets intro¬ 
duces a potential sacrifice of more valid objectives. If so, they should clearly 
be abandoned altogether. 

At best, increases in market share are closely associated with increases in 
profitability, improved chances of survival, and minimizing the risks of loss. 
However, they cannot be considered business objectives in and of themselves. 
To the extent that they are correlated with other business objectives and 
additionally possess the advantage of being measurable, they may be 
useful yardsticks for management. However, the association between market 
share and. say, profitability is not always close; in some cases it will be 
negative. Consequently, few managements can afford to be governed by 
considerations of market share or to establish targets for subordinates in 
terms of market share. 

Top executives can approach the task of target setting from either of 
two points of view: 

(1) They can ask what actions they might adopt for increasing their 
profitability, survival prospects, and the like. Once they have isolated all 
promising alternatives, they could explore the probable revenue and cost 
effects of each; they would then presumably elect the alternative offering 
that combination of profit expectation, exposure to risk of loss, and threat 
to survival most closely corresponding to the relative weight the owners 
place on these objectives. 

(2) As an alternative, management can ask what courses it could pursue 
that would increase the firm’s market share. Once executives had explored 
alternative programs designed to give them a larger share of the market, 
they might estimate the probable revenue and the cost, risk, and survival 
effects of each one. Again, they would presumably elect the alternative which 
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they found most attractive because of its profitability, risk, and survival 
characteristics. 

Danger of Indifference 

One might conclude from the above observations that there is nothing 
gained or lost by setting targets in terms of market share. But a more ac¬ 
curate conclusion is that market-share reasoning can only increase the danger 
of loss and contribute nothing toward an improved selection of policy. For 
one thing, one must recognize that profits, survival, and risk might be opti¬ 
mized by accepting a somewhat smaller market share rather than by attaining 
a larger one. 

Further, the foregoing discussion of how market shares might be used 
as a starting point toward the selection of a policy showed that one must 
examine the costs of attaining increased market shares before one can pass 
on the desirability of that goal. If that point is accepted, it becomes clear 
that the selection of the target of an increased market share requests the 
same level of management—top management in almost every case—to examine 
what risk and gains would be involved in attaining it. Otherwise there is 
very grave danger that the goal will be attained at a sacrifice of the firm’s 
ultimate longer-run objectives. 

In short, when management thinks primarily in terms of market share, 
it is likely to be led into giving insufficient attention to more vital considera¬ 
tions. 

Mistaken Targets 

Let us consider some recent examples of market-share reasoning and see 
to what results they have led. One of the most common is the aim of being 
the “most widely bought” brand, and a good instance of it is found in the 
low-price automobile market : 

In 1957, up to the very end of the calendar year, both Ford and Chevrolet 
apparently w*ere balancing two objectives : the first was to produce the 
“correct” number of automobiles to match sales at retail, and the second 
was to edge out the other and reach a higher total of output--which ulti¬ 
mately would become sales. At the same time, almost frantic efforts were 
made to boost sales in order to attain first position among all makes of cars. 
Lhe outcome may well have been a weakening of the prices of new cars and a 
build-up of inventories of unsold 1957 models that damaged both producers 
and distributors. 

According to the opinion of many qualified observers, another example of 

market-share reasoning may be found in what happened in the television 
industry : 

Many influential people within the industry claim that General Electric’s 
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top TV executives were told that GE would not be content with a position 
of less than second place in the TV industry. The staff accordingly worked 
out a program designed to accomplish that objective. With the boost to 
saleg conrtibuted by introducing a portable set, but even more by making 
very great outlays for advertising and setting such a low price on the port¬ 
able that even a large sales volume would mean low profits and possibly 
losses, General Electric quickly spurted from around fifth position in the 
industry to second place. 

At one point GE claimed to have reached first spot, and it did (for a 
short time in 1956) attain a market share that was not far behind that of 
RCA. As already indicated, this jump in market position was associated with 
heavy sales production outlays and relatively low prices. It is widely alleged 
that GE suffered a heavy loss on its TV operations during this period. Many 
in the industry say that GE “bought market position.” If such a purchase 
represented a sound investment, of course, it should be applauded, not con¬ 
demned. 

This version of what happened, which is strongly denied by GE, continues 
as follows : Once a large market share was attained, GE attempted to cash 
in on its new status. Top management is said to have indicated to lower- 
management levels that TV operations were to be expected to show a 
“reasonable return” in 1957. During that one year, GE dropped from about 
16% of the market (in unit sales) to about 12%. A company can make a lot 
of money on 12% of the TV market, and possibly GE did so. Its experience 
may prove, however, that it can be very expensive to attain and to maintain 
a larger market share, for there is no real reason why a bigger market share 
should be worth the cost of getting it. 

SALES FORECASTING 

In. addition to the two uses already discussed, market shares are used 
widelv in sales forecasting. Many forecasters estimate the total sales of a 
product (often in stages) and arrive at a sales forecast for their firm by pro¬ 
jecting its recent market-share changes. This use of market-share measure¬ 
ment will be passed over very quickly, for it raises issues that are largely 
unrelated to the matters discussed earlier. 

In those industries where market shares are relatively stable, and firms 
that are able to compute their shares are able to determine how stable they 
are, the projection of market shares may be an extremely useful forecasting 
device. But in industries where market shares do fluctuate widely and erra¬ 
tically, they will not serve well in sales forecasting. 

When market shares characteristically change very slowly, this fact im¬ 
plies a vital conclusion: that sales of the product are belated responses to 
actions taken to increase sales. In other words, strong forces prepetuate the 
established division of total business. These forces might consist of several 
factors, such as: 
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Close personal ties between buyer and seller. 

Adjustment by the industrial buyer of his production arrangements, or 
adjustment by the consumer of his household arrangements, and so on, to 

the use of a particular brand. ■ 

The possession of supplies and repair parts suitable for only one brand. 

Belief that one obtains a higher trade-in value on the same brand of pro- 

duct than on any other brand. . 

Or, simply, irrational brand loyalty based on familiarity, perhaps mixed 

with the desire for security in using what is known and tried. 

Where great stability of market shares exists, management must not ex¬ 
pect to alter market shares much or quickly. Concerted efforts to do so are 
almost foredoomed to involve costs far out of line with the benefits. More¬ 
over, when market-share changes do occur for such products, they genera y 
are the result of past actions taken by former managements. 

CONCLUSION 

Market shares have become a language for the expression of market tar¬ 
gets by top management. In the process, subordinates often lose sight of the 
more substantial objectives of business enterprise. Inasmuch as market share 
is not uniformly correlated with profitability and freedom from inordinate 
risk and security, one must expect market-share goals to conflict with these 
other goals fairly frequently. Accordingly, management is rarely wise to state 
its objectives in market-share terms unless it also specifies the expenditures 
it considers justified to attain them. 

Even though market shares sometimes permit a sales forecaster to derive 
an estimate of sales for a firm from an estimate of sales for an entire indus¬ 
try, this use is valid only when market shares are relatively stable. And, of 
course, the goal of most managements is to unstabilize market shares by 
attaining a larger share for their own firm at the expense of the others. 

The use of market-share measurement by top management has become 
almost universal, possibly because of a general unawareness of its flaws as a 
managerial tool; on the other hand, its widespread use suggests that it has 
proved useful to some degree. Market-share changes are at best a signal 
generally belated and blurred—that difficulties have arisen or have been over¬ 
come, but they cannot be interpreted mechanically: market shares may 
shrink for reasons wholly unrelated to managerial failure and expand in the 
absence of managerial excellence. Moreover, difficulties of measuring them 
obscure and delay recognition of those changes that have occurred. 

The major weakness of market-share measurement as a managerial tool is 
that it explains nothing and does not indicate how a defective situation 
might be corrected or how management might capitalize on a success. On the 
other hand, when used in conjunction with other information about the market 
and studied in individual localities, market-share changes can be extreme- 
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ly illuminating. Detailed analysis of individual markets, of the type des¬ 
cribed here, is laborious and very time-consuming. It also requires consider¬ 
able skill and diligence. It offers very great rewards, however, by expanding 

vastly the empirical base for executive decision-making in the marketing 
field. 
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Cost Analysis 


American Marketing Association Committee on Distribution 

Costs and Efficiency 


The major challenge confronting marketing management is that of matching 
marketing effort with market opportunity. Distribution cost analysis plays an 

important part in evaluating such an effort. 

The following statement by a special committee of the American Marketing 

Association on the nature and values of distribution cost analysis or staff and 
line executives in marketing and related areas describes the usefulness of this 

technique. 


PREFACE 

This statement has been prepared for senior marketing and general manage¬ 
ment executives in industry who have not yet become acquainted with the 
new tools and techniques of distribution cost analysis developed in recent 
years and proven valuable in attaining and maintaining a high level of market¬ 
ing efficiency. It is directed equally to senior accountants and to marketing 
research managers who need a concise statement describing the nature and 
values of distribution cost analysis for the benefit of their associates, then- 
clients, and their employees. Finally, it is directed to those stu ents o 
marketing and accounting interested in identifying the newer areas of oppor¬ 
tunity in their fields which may warrant their more concentrated attention. 

The statement has been prepared by a special committee of the American 
Marketing Association selected for this purpose. The membership of this 
committee and a few notes concerning their experience and qualifications 

in this field appear on the final pages. 

INTRODUCTION 

A principal objective of the American Marketing Association is to foster 
the development of more efficient marketing. To this end, the Association 
maintains several standing committees which are assigned to follow and 
appraise developments in a number of different technical fields. 

One of these committees, the Committee on Distribution Costs, recently 

Source : From Journal of Marketing, national quarterly publication of the Ame¬ 
rican Marketing Association, vol. 21, April, 1957, pp. 395-400. 
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undertook to appraise the values and applications of distribution cost analysis. 
This is its report. 

THE ROLE OF DISTRIBUTION COST ANALYSIS 

As the total production of goods and services has expanded in the United 
States, our distribution system has become increasingly complicated. For this 
reason, distribution costs have tended to rise, and the achievement of greater 
distribution efficiency has become an increasingly important objective for more 
and more forward-looking companies. 

When a company succeeds in increasing its distribution efficiency, it is 
able to make more goods available to more people at lower prices. Increased 
efficiency on the part of one company, therefore, puts pressure on its com¬ 
petitors to improve their distribution operations. By helping individual com¬ 
panies to increase their distribution efficiency, distribution cost analysis helps 
to promote a sounder economy under our free enterprise system. 

DEFINITION OF DISTRIBUTION COST ANALYSIS 

Distribution cost analysis is the assembling of the various items of distri¬ 
bution cost into meaningful classifications and their comparison in this form 
with alternative expenditures and with related isales volumes and gross 
margin. More specifically, it is a technique used by individual business con¬ 
cerns for the determination of the costs of performing specific marketing 
activities and for the determination of costs and profits for various segments 
of the business such as products or product groups, customer classes, or 
units of sale—and a study of these findings in the light of possible alternatives. 

THE VALUES AND USES OF DISTRIBUTION COST ANALYSIS 

Distribution cost analysis may be used by businessmen as an aid in deter¬ 
mining profitable objectives for the business, in setting policies and proce¬ 
dures of operation, in determining the efficiency of their organization, and in 
measuring the profitability of operation in individual segments of the business. 

More specifically, distribution cost analysis may be used: 

1 To determine the kinds and amounts of expense incurred in each separate 
marketing activity such as outside selling, billing, warehousing, and delivery. 

Availability of such cost data permits effective assignment of responsibility 
for cost performance to specific individuals supervising the activities. They 
make it possible also to trace the reasons for changes in cost over a period 
of time or variations in cost from budget, and the detailed record provides 
a basis for corrective action. They open the way to development of standard 
costs where standards are feasible. 

2. To evaluate marketing methods, policies, and operating procedures. 


THE 
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Distribution cost analysis provides basic data for appraising the value of 
services (such as credit or delivery), methods of sale (by telephone, mail, 
personal solicitation), and company performance of functions as oppcKed 
use of outside organizations (for delivery, warehousing and the 1 keh I 
facilitates judgment as to when and where agents, distributors, 

middlemen will be more economical than direct sale comoanv’s 

3. To determine the marketing cost and profitability of the company 

various products or customers. 

Cost analysis permits calculation of these facts for ."dividual products ad 

customers or for such groups of them as pro uct n _r. , 

sizes, classes of trade, sales territories, and the like Such data are^ usetu . 

too, in estimating costs and profts for proposed products or for changes 

P t To determ imMlm'relationship between cos, and order size-as a basis 
for dLinishffig losses on small orders and as a basis for quantitydiscoun, 

schedules conforming to the Robinson-Patman Act { the 

Anv general use of distribution cost analysis by businessmen tor t 

appraisal of marketing structure, policy and plans wouM ave s'gni 

economic implications. The effect would be to * e *SSrffer muS 

marketing efficiency. Competition, in turn, may e ex P widespread 

of the economy gained to the public through lower pricesThus widespread 

use of distribution cost analysis would be the equivalent - in 

logical advance in industry. The reduction in unit costsI and nc ease in 
efficiency from use of distribution cost analysis may be ever' Sd“ ter ™ 
that attained as a result of the pioneer work m time and motion studies 

cost accounting in the factory. 

THE METHODS OF DISTRIBUTION COST ANALYSIS 

There are two basic steps in distribution cost analysis: 
tion of the cost of performing each distribution activity. ™ 

business and (2) the determination of the costs of these of the 

associated with products, customers, territories, or othe g 

business. 

Functional Cost Determination HkHnrt 

This step requires first a detailed analysis and listing of th e ^y ^istmct 

widely in the kinds of marketing work done, the lists of activ ties w.ff vary 
greatly from company to company. Each company must prepare its own 
of activities on the basis of a careful study of the exact wor n 

Cost records must then be set up in such a manner that all 

indirect costs incurred for each separate activity are identified. Some costs 
are incurred simultaneously for two or more activities. In such cases 
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necessary to apportion the jointly incurred cost to the individual activities. 
This can be done by means of time study, space measurements, counts, 
managerial estimates, and other methods. It is most expeditious, economical, 
and accurate to determine functional costs currently as part of the ordinary 
accounting process, but it is possible to determine these costs at a later date. 

A functional classification of marketing costs has a number of advantages 
even though the analysis proceeds no further. A functional classification of 
marketing costs reflects and parallels the organization of the business and 
the responsibilities for expenditure. Accordingly, a functional classification 
facilitates control of marketing expenditure. (The classification of costs by 
function permits attainment of the first two objectives listed under Values 
and Uses of Distribution Cost Analysis above). 

Determination of Costs for Segments of the Business 

The many marketing activities of a business are undertaken to permit hand¬ 
ling and sale of the company’s various products to its various customers in 
its various territories. There is thus a direct relationship (in most cases) 
between the scale and cost of each activity or function and certain charac¬ 
teristics of the products handled and the customers served. The second step 
thus involves determining just what these relationships are and expressing 
them quantitatively. 

A knowledge and measurement of these direct relationships between func¬ 
tional costs and characteristics of products handled or customers served 
permit allocation of an appropriate share of each activity’s cost to individual 
products and customers and other segments of the business. When this is 
done for all costs, it is possible to determine the total marketing costs attri¬ 
butable to specific products and customers. Thus, after costs have been 
classified by activities or functions, they are allocated on the basis of utiliza¬ 
tion by products, customers, and other segments of sales of the activities 
giving rise to these costs. For each functional-cost group, an allocation factor 
must be selected which can serve as a measure of the portion of that cost 
which is properly applicable to each segment of sales. The procedure follow¬ 
ed is to charge the product or customer (or other segment of sales) with the 
cost of its share of the activity of each functional-cost group; that is, the 
cost of the portion of the marketing effort for which it is “responsible.” 

Some analysts hold that it is not useful to charge any cost to a specific 
product or customer unless there is a clear causative relationship between 
the product or customer characteristic and the cost total. They point out 
that functional-cost groups vary in the extent to which they can be directly 
associated with product or customer characteristics. They say that these 
costs cannot be charged to individual products or customers but must be 
treated as overhead. The question still remains, however, as to the method 
of absorbing overhead by each segment of sales. If all overhead is not 
absorbed, it will not be possible to show net profits by products or customer 
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classes. Without these net profit figures, it is difficult to make full applica¬ 
tion of the results to management decisions. 

Management use of these cost figures begins with a comparison of totals 

and of the detailed cost patterns of handling the various products and cus¬ 
tomers. Such a study is still more valuable if total gross margins for each 
product and customer are determined. Total costs may then be subtracted 

from gross margins to reveal net profits or losses. 

Profit results for individual customers may be added together to show 
profits by sales territory, bv channel of distribution, by customer size, or 
other groupings. Similarly, product profit results may be added together to 
show profits by brand, by price line, by style, or other product groupings. 

Analysis of the data presented for products and customers and other 
segments of sales discloses basic reasons underlying profit or loss results and 
suggests types of corrective action. These may include efforts at expansion 
or contraction of certain products or of sales to certain customers or su sti 
tution of some products or customer classes for others. They may also 
involve proposals to eliminate classes of business. The latter proposa s mus 
be studied in the light of the short-run and long-run variability of the costs 
incurred in handling this business as shown by the detail of costs charged 

Measurement of relative profitability of segments of sales, based on a 
determination of costs associated with these segments, can help management 
to resolve marketing-oriented problems involving a choice between alter- 

native decisions. 

POSSIBILITIES OF USE: LIMITATIONS 

A technique still relatively new, as is distribution cost analysis, always has 
far more opportunities for use than have been realized. That it is not used 
at all by some firms, and is used by others only infrequent y as a specia 
research project, is due for the most part to this newness. In part, however 

it is due to natural limitations. . ., 

Certain conditions should exist in order for the values and uses of distribu¬ 
tion cost analysis to be realized. Some degree of specialization of personnel or 
some variety of products or some complexity of operation must exist, for 
otherwise costs come in lumps that cannot be broken apart satis ac ori y. 
Specialization and complexity are not necessarily closely correlated with the 
size of the operation. Some opportunity to change operating po lcies or proce 
dures must exist so that facts uncovered can be utilized successfully. Some 
realization by management of the need or benefit of cost control or func¬ 
tional control or standard costs is needed to support and utilize the analysis. 
In addition, some understanding of the techniques of cost analysis and ability 

to interpret results are necessary conditions. 

Another important limitation and variable is the available accounting data. 
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Although even a rudimentary accounting system can provide the basis for a 
study, the cost tends to be higher, and accuracy—though still acceptable— 
suffers. Accounting procedures should provide details on sales, cost of sales, 
and gross margin, which permit classification by products, customers, and 
salesmen. Allocation data—such as number of orders, salesmen calls, and 
invoice lines and value of average inventory—also are best provided by 
regular accounting procedures, not by special, supplementary studies. Current 
accumulation of expenditures into functional-cost groups not only facilitates 
cost studies but also provides improved cost control. Decisions must be 
made as to whether, and how much of, the gathering of sales analysis and 
allocation data shall be a part of regular accounting processes (either manual 
or machine) or will be gathered ‘‘after the fact” and at infrequent intervals. 
Practical decision also must be made as to use of simplified methods or more 
detailed methods which yield maximum accuracy. A great deal of flexibility 
exists on this score within the limits of useful and practical results. 

The amount of detailed calculations required for formal cost analysis 
makes it a forbidding task for firms without an adequate analytical staff. 
This limitation may soon be removed by the potentialities of the new elec¬ 
tronic computers. The actual computations of even a major cost analysis 
would take only a few hours on one of the large computers now available 
for hire. In the future, the role of the distribution cost analyst may be limited 
to specifying the data to be collected, programing the computer for hand¬ 
ling these data, and interpreting the results. 

THE STATUS OF DISTRIBUTION COST ANALYSIS AND 
REQUIREMENTS FOR ITS FURTHER DEVELOPMENT 

The rapid development of distribution cost analysis during the past thirty 
years reflects the growing interest of business management in the problems 
of measuring and controlling marketing costs and efficiency. This interest has 
been sparked by the increasing complexity of our national distribution system 
and the resulting pressures on individual companies to improve their distri¬ 
bution efficiency to maintain profit margins. 

The methods of distribution cost analysis have now been developed to a 
point where most of the major problems in the field can be soundly approach¬ 
ed when existing techniques of analysis are properly applied. As distribution 
grows more complex, and as further research is completed, new and im¬ 
proved methods will undoubtedly be developed. Methodology, however, is no 
longer a factor that seriously restricts expansion of the field. 

Rather, growth in the use of distribution cost analysis seems to hinge 
primarily on the number of personnel who are qualified to make skilful use 
of existing distribution cost analysis techniques. The opportunities for this 
application appear to be expanding faster than the number of trained per¬ 
sonnel. This poses the question—what steps should be taken to overcome the 
present shortage of trained personnel? 
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To this end, it is suggested that collegiate instruction in distribution cost 
analysis be substantially increased, both at the undergraduate and graduate 

levels. 

It is further suggested that trade and professional associations interested 
in the field of business administration place greater emphasis on distribution 
cost analysis in their programs. Printed literature based on the resulting 
articles, speeches, and discussion sessions will not only serve to broaden 
the interest of business personnel generally in the subject but will also help 
to increase the quality of the instruction received by students. 

Finally, it is suggested that marketing and accounting people make an 
effort to become more fully conversant with the mutual problems they have 
in developing and applying distribution cost figures. Marketing men too often 
are inadequately informed concerning the principles, practices, and piob- 
lems in accounting which underlie cost records. On the other hand, account¬ 
ants too often are ill-informed on the practical problems of marketing and the 

assistance which accounting can render in solving them. 

One final point.. . government recognition of the validity of distribution 

cost analysis as a basis for developing admissible evidence in litigation will 

help to increase the stature of the field and broaden still further the appl.ca- 

tion of distribution cost analysis. 
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511 The Marketing Audit : 

Its Nature , Purposes and Problems 

Abe Shuchman 

The control and reappraisal step in the administrative process needs to be 
should audit, and the impact of the audit on marketing personnel. 

The notion of an audit-a periodic review and appraisal of a business. activity 

-is familiar to all executives. In most companies financial audlt " t0 est ^ 
lish the adequacy and accuracy of accounting and financial oper^ions 
accepted practice. Periodic inventories for the evaluation of physical assets 

are also commonplace. In addition, many firms to ay ma.’i^ pen 1 

of the records and achievements of all employees and there is evidence 

that such “personnel audits” are fast becoming standard practice. 

n recent years there has been increasing awareness that the future growth- 

indeed, theory survival-of most companies depends pnman y upon the 
success of their marketing operations. There has been widespread recog 
tion of the central and critical role of marketing activities in the shaping 
of a 1ms destiny. It has not, however, been generally recogn,^ that 

because marketing operations are of such crucia impor > 

to apply to these operations a type of stock-taking analogous to that cur 

rently applied to financial and personnel activities. Very few fii s 

come to realize that a marketing audit is as essential as an audit of the 

company’s books, physical assets, or employees. 

NATURE OF THE MARKETING AUDIT 

Most marketing executives would probably deny indignantly that they 
do not recognize the need for auditing the operations which are th ei r res¬ 
ponsibility They would insist, in fact, that they are constant y eva u g 
these operations—and they would probably be right. Within every modem 

marketing organization, evaluations of many di erent in s ate 

being made. It is important to recognize, however, that not every marketing 

Source : From AM A Report No. 32 (New York : American Management^ 
ciation, 1959). pp. 11-19. Abe Shuchman : Associate Professor of Marketing Columb a 

University. 
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evaluation is a marketing audit. Neither, except very rarely, does the sum 
of all the evaluations currently being made equal a marketing audit. 

Some Distinguishing Characteristics 

There are a number of reasons for asserting that current appraisals do not, 
either singly or as a group, constitute a marketing audit. The principal reason, 
however, is that they are far too limited in scope. Executives review and 
appraise the effectiveness of the field sales force, the advertising program, the 
company s product mix, and the like, but they evaluate each of these ele¬ 
ments at different times, and in no planned or coherent pattern. They do 
not, within a specified interval, examine each and every facet of the total 
operation. There is no integrated, coordinated, comprehensive appraisal 
encompassing all marketing activities and executed systematically in accord 
with a planned program and schedule. Yet the principal characteristic of the 
marketing audit is that it is such a systematic and comprehensive survey 
and evaluation of the total marketing operation—a programed appraisal of 
all of the activities included within the marketing function. 

Current appraisals are much more limited than the marketing audit in 
another respect. They are, in general, confined to the review and evaluation 
of performance, methods and procedures, and personnel, concentrating on the 
manpower and tactics used and the results achieved within a given frame¬ 
work of objectives and policies. Rarely is the framework itself subjected to 
systematic and critical analysis and appraisal. 

Now a marketing audit is, to be sure, an appraisal of performance and 
tactics—of methods, procedures, personnel, and organization. Beyond this, 
however, it is a great deal more. In fact, its principal focus is on those ele¬ 
ments of the marketing function which are almost never subjected to careful, 
regular, and orderly scrutiny but which are of fundamental importance 
because they comprise the base from which methods, procedures, and or¬ 
ganization are derived. In short, the marketing audit is primarily a re-examina¬ 
tion and evaluation of marketing objectives and policies—an appraisal not 
only of a company’s marketing program but also of the framework which has 
given the program its direction, structure, and shape. 

The preoccupation of the marketing audit with objectives and policies 
is one of its most salient and distinguishing characteristics, for it implies 
that, unlike other appraisals, the audit is a searching inquiry into the character 
and validity of the fundamental premises underlying a company’s marketing 
operations. It is a review and evaluation of the assumptions, conceptions, 
and expectations that guide executives in their planning and operating deci¬ 
sions. It is a planned effort to test and assess executive beliefs and opinions 
about the character of the market, the company’s position in the market, 
the company’s objectives and capabilities, and the effectiveness of the various 
policies, methods, personnel, and organizational structures which are or 
might be employed. 
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As Wroe Alderson of Alderson Associates, Inc. has observed : 

The marketing executive may be visualized as operating on the basis of a sort of 
map. There are boundaries or limits marking off the class of customers he is trying 
to reach or the trade channels through which he is willing to sell. There are routes 
over which he can move in attaining his objectives which experience or investigation 
has indicated are better than other routes. This map may have to be brought up to 
date by a validation or a revision of operating assumptions . . d 

In this context, the marketing audit becomes essentially an effort to step 
back and take a penetrating look at the basic ideas which are the ultimate 
source of a company’s marketing programs. It is an attempt to explicitly define 
and verify these ideas about the company, the market, and methods of reach¬ 
ing the market by testing them against current and accurate information. 

The Basic Purposes 

The marketing audit may thus be defined as a systematic, critical, and 
impartial review and appraisal of the total marketing operation : of the basic 
objectives and policies of the operation and the assumption which underlie 
them as well as of the methods, procedures, personnel, and organization 
employed to implement the policies and achieve the objectives. This definition, 
however, is not complete. It conveys no sense of the purpose of the audit, 
as it should, for it is important to understand that the audit is a prognostic 
as well as a diagnostic tool—a search for opportunity as well as for mal¬ 
function. 

Too many executives take a static view of appraisals. In examining the 
marketing operation or one of its component activities, they are concerned 
almost exclusively with them here and now. They are intent on identifying 
existing problems or weaknesses and discovering their causes, so that appro¬ 
priate remedies can be applied. A marketing audit, too, aims at locating 
existing weaknesses, at pinpointing current problems and their sources. Like 
other types of evaluations, therefore, the audit too is a diagnostic tool. But 
diagnosis is not the only, or even the most important, purpose of the market¬ 
ing audit. It is concerned as much with the future as with the present. It 
is a search not only for weaknesses that clearly exist but also for those that 
may arise. It is aimed at identifying current problems and determining their 
causes, but at the same time it probes for incipient problems—those just 
beginning or likely to emerge. This is what we mean when we say that the 
marketing audit is a prognostic as well as a diagnostic tool. 

Executives tend also to conceive of audits almost exclusively as means 
for locating and defining problems. The identification of problems and possible 
remedies is, however, only one of the purposes of the marketing audit. The 
audit is, in addition, concerned with identifying the particular strengths of the 
marketing operation. It is a search for opportunities, existing and potential, 
to apply the factors which create strength in one marketing activity to 

1 Wroe Alderson, Marketing Behavior and Excutive Action (Homewood, Ill.: R. D. 
Irwin, Inc., 1957), p. 419. 


614 


READINGS IN MARlCETING MANAGEMENT 


others. And it is a search for opportunities in the market which had pre¬ 
viously been overlooked or which have only recently emerged. 

Thus, the marketing audit has several purposes. It is intended to reveal 
potential as well as existing strengths and weaknesses in a company’s market¬ 
ing operation, and it is intended also to bring into sharp focus possibilities 
for capitalizing on the strengths and eliminating the weaknesses. In conse¬ 
quence, the marketing audit is a tool that can be of tremendous value not 
only to the less successful, crisis-ridden company but also to the highly 
successful and profitable industry leader. No marketing operation is ever so 
good that it cannot be improved. Even the best can be made better. In fact, 
even the best mast be made better, for few, if any, marketing operations can 
remain successful over the years by maintaining the status quo. Continued 
success requires continual adaptation to a constantly changing environment. 
It requires, therefore, continual scrutiny of the environment and of the firm’s 
relationship to the environment, with the aim of spotting the cues which 
indicate both a need for modifying the firm’s marketing program and the 
direction such modification should take. It requires an unremitting search 
for emerging opportunities that can and must be exploited if the marketing 
operation is^ to remain highly successful. The marketing audit, therefore, is 
not only a prescription for the sick firm but also preventive medicine for the 

currently healthy and successful firm. 

A Total View 

To summarize, then, the most prominent characteristics and most im¬ 
portant purposes of the marketing audit are these : 


It is a carefully programed appraisal of the total marketing operation 

It is centered on an evaluation of objectives and policies and of the assumptions 

which underlie them. 

Its aim is prognosis as well as diagnosis. 

It is a search for opportunities and means for exploiting them as well as for weak- 

nesses and means for their elimination. 

It is the practice of preventive as well as curative marketing medicine. 


WHY AUDIT—AND WHEN? 

Every marketing executive recognizes that he operates in a highly fluid 
environment. He is fully aware that unceasing change is the most salient 
characteristic of his company’s marketing situation. He knows that there 
is constant and continuous—sometimes even abrupt and dramatic—change 
in the size, composition, and geographic distribution of the population; in 
the size and distribution of incomes; in tastes, preferences, and habits; and 
in technology. He has, in short, absorbed the truth that has so often escaped 
other executives: The modern market is highly dynamic. 

Unfortunately, recognition of the dynamic quality of the market has not 
Keeping Abreast of the Times 
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led marketing executives to recognition *>l all its implications. Many execu¬ 
tives have not yet fully realized that continual flux in the market signifies 
continual alteration of the relationship of a company to its market and of 
the competitive relationships between companies, and that such constant 
widespread change in the environment makes some facet of almost every 
existing marketing operation obsolete. As Arthur Felton has cscri e ne 

situation in the Harvard Business Review : 

marketing situation that it is practically a plan dated are 

major upheavals—shifts, in — “ "“'“the company',‘"Ini 

advertising and packaging, trends in distri u 1 -,ffect the efficiency 

with wholesalers and jobbers, changes in the “customer mix that affect 

of the sales organization, and so on. 2 

The significance of market dynamism, then, is that a firm’s marltdting 

operation tends continually to fall out of phase wit curre losin a 

incipient trends. Elements of every marketing program <are 

their effectiveness. Methods, procedures, and organizational stiuct V V 

become outmoded, and objectives and policies become 

validity of the assumptions on which they are based is destroyed The C ° n 
tinual change in a company’s marketing situation means .n fact tha no 
marketing program is ever completely and precisely adapted to the environ 
ment in which it is executed; indeed, it means that every P r °g rai ^ becomes 
ever more poorly adapted with the passage of time. This is evidenced 
fact that, almost from the moment a market,ng program takes effec 
drift away from the program commences which accelerates as » y g 

This drift arises from the efforts of managers and their subo d P 

with the many specific problems engendered by the lack of -d.ustment be ween 
the marketing program and the changing marketing environment. is symp¬ 
tomatic of the inability to be always in perfect tune with the times. I . is a so 
dangerous if not arrested, for the drift implies that the planned marketmg 
operation is degenerating into a patchwork of opportunistic and expedient 
actions. It implies that confusion and even chaos increasingly supp 
•originally integrated and coherent plan for the application of ma ke g 
effort. In time, therefore, unless the marketing operation is revamped unless 
objectives, policies, methods, procedures, personnel, and organization are 
once again combined in a carefully articulated plan which ,s better adapted 
!to> the company’s 'current marketing situation—the drift and its accom¬ 
panying confusion will almost certainly precipitate a company crisis. 

’Arthur P. Felton, “Conditions of Marketing Leadership,” Harvard Business Re- 
view, March-April 1956, p. 119. 
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Thus, the dynamic quality of tie market implies a need for constant 
\ lgilance on the part of marketing executives. It compels recognition of the 
need for awareness of the nature of the changes taking place within and 
Wi out the firm, and of the directions in which the marketing organization 
an program can be and must be modified in order to adapt to these changes. 
It emphasizes the. need for improvement-consciousness, and thus for a con¬ 
tinual search for new cost reduction possibilities and new sales opportunities. 
In other words, the rapid pace of change in our modes of living and the 
continually accelerating technological revolution in industry make it impera¬ 
tive that the marketing executive appraise and reappraise every element of 
his operations and organization. Moreover, if the executive wants the best 
results from these appraisals he must plan them, for only a systematic, care¬ 
ful, and orderly program of appraisal can assure that no activity or element 
of the marketing operation is neglected or subjected to only the most cursory 
examination. It follows, therefore, that the marketing audit is a necessary and 
important tool which can provide a marketing manager with the knowledge 

required to keep his operations abreast of the times and thus in a strong 
competitive position. 


Auditing Under Crisis Conditions 

Many executives who recognize the effectiveness of a marketing audit 
seem to believe that it is needed primarily by companies which are problem- 
ridden and which face a deteriorating market and profit position. They regard 
the audit as an effective remedy for a marketing operation which is in critical 
condition. Such a conception of the audit is entirely erroneous, however, for, 
as we have already noted, the audit is preventive as well as curative market¬ 
ing medicine. Nevertheless, this conception of the audit is so widespread 
that it may be worthwhile to give some reasons for believing that it is wrong. 

Executives who conceive of the marketing audit as being unnecessary for 
a smoothly functioning, highly successful marketing operation have really 
failed to understand fully its nature and purposes. They fail to see, therefore, 
vthat appraisals made in an atmosphere of crisis are unlikely to have the 
character of a marketing audit. This is true for two reasons : 

1. In a crisis situation there exists a compulsion to do something quickly which 
will resuscitate the marketing operation before it reaches a point of no return. Under 
crisis conditions, therefore, the aim of an appraisal must be to find an appropriate 
stimulant rather than a basic therapy. As a result, such an appraisal inevitably assumes 
the nature of a rapid scanning rather than a penetrating look at the marketing opera¬ 
tion; and even this scanning is limited to those facets of the operation which experience 
and intuition indicate are most likely both to require attention and to respond quickly 
to treatment. 

2. Since a crisis in a company’s marketing operation often means that the company 
is experiencing financial difficulty, any appraisal undertaken at such a time will almost 
surely be allotted far less money than is required to do the job properly. 

Thus, both for financial reasons and because of the need for haste, an ap- 
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praisal under crisis conditions is likely to be far more superficial, far more 
limited in both scope and depth, than a true marketing audit. 

Auditing the Successful Operation 

The smoothly running and successful marketing operation can, therefore, 
be more effectively audited than a sick operation. More important, however, 
is the fact that it needs to be audited. Success tends to foster complacency, 
laxity, and carelessness. It permits tradition and habit to become the 
dominant shapers of marketing programs. It allows dry rot and excessive 
costs to develop and spread. It leads some marketing executives to become 
so deeply involved with existing policies and methods that they never bother 
to examine the possibility of performing the marketing task in other ways— 
ways which, although once inappropriate, may now be more closely attuned 
to the company’s needs. Yet none of these well-known concomitants of success 
may be immediately apparent. A successful operation can move along well, 
for a time at least, propelled by the momentum which has been generated 
in the past. The growing waste of marketing effort and the increasing fre¬ 
quency of failures to pioneer innovations are not reflected at once in shrink¬ 
ing profits and market share. Their effect is delayed, for marketing wastes 
and failures erode rather than shatter the company’s market position. Sooner 
or later, however, the erosion of market position must find expression in 
reduced volume and profits—and, when it does, the “healthy” marketing 
operation appears suddenly to have contracted a very severe illness. 

The dangers of success clearly suggest that in marketing as in home main¬ 
tenance the time to fix the roof is when the sun is shining. They point clearly 
to the need for continual, systematic, critical, and objective appraisal of 
even the most successful marketing operation while it is successful. The 
negligence and waste, the complacency and blind obedience to tradition and 
habit which breed so easily in the culture of success can become extremely 
noxious viruses if permitted to develop unchecked. They can appear anywhere 
in a marketing organization, and they can in time sap the strength of the 
most vigorous marketing operation. The maintenance of health and vigor 
in the operation requires, therefore, that such factors be identified and eli¬ 
minated just as soon as they appear. The marketing audit serves this end. 
It is, consequently, of considerable importance to the successful marketing 
organization, for it constitutes a kind of insurance against subversion by 
success. 

SOME PROBLEMS OF AUDITING 

# 

The dynamism of the market and the awareness that continued success 
may have undesirable by-products point to a general need for marketing 
audits. They strongly suggest that every marketing operation can be im¬ 
proved through a systematic and comprehensive program of evaluation. Such 

78 
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a program of evaluation is not likely, however, to be executed without diffi¬ 
culty. It may be helpful, therefore, to indicate the nature of some of the 
more important difficulties that are likely to be encountered. 

Some of the problems that will arise as an executive seeks to inaugurate 
and execute a marketing audit are of such moment that they have been 
treated more fully than is possible here by other contributors to this volume. 
The problem of defining appropriate standards or criteria for each marketing 
activity and each element of each activity which are valid and operational 
measures of effectiveness is an example. Other problems, such as that of 
obtaining the funds needed to pay for a full-scale audit, are so obvious that 
they require little more than mention. In addition to these problems, how¬ 
ever, there are three others which merit attention. These involve (1) the 
selection of auditors; (2) the scheduling of the audit; and (3) the impact of 
the audit on marketing personnel. 


Selecting the Auditors 

No audit can be better than the people who make it. Consequently, no 
audit will yield the benefits that it is possible to obtain unless it is made 
by the right kind of people. As is implied by the definition of the audit, 
such people must be not only critical and impartial but also knowledgeable 
and creative. They must not be so involved with or “married” to existing 
policies and procedures that they cannot really be critical and objective in 
their assessments. In addition, they must possess the experience, know-how, 
and creative imagination needed to recognize problems and opportunities 
that are just beginning to appear on the horizon of the company’s marketing 
situation and to define feasible courses of action for solving the problems 
and exploiting the opportunities. Finding enough such people to staff the 
audit can be a tall order. Few companies have an abundance of men with 
these characteristics. The quality of the audit is, nevertheless, determined 
largely by the extent to which the auditors possess these characteristics, and 
successful solution of the staffing problem is therefore of singular importance. 


Scheduling the Audit 

Since the marketing audit is an evaluation of the total marketing operation, 
it cannot be properly executed in a matter of days or weeks; it must be 
a relatively long-term project. And, as in any long-term project, there is 
always the danger that distractions may intervene to delay execution or 
that interest in the audit may be dissipated, with the result that the audit 
drags on and on. If the audit is permitted to drag on, however, conditions 
within and without the firm may change to such a degree that the findings 
when> reported describe the marketing situation as it was rather than as it is. 
Any modification of the marketing operation on the basis of such findings 
could, of course, impair rather than improve the operation. Clearly then, the 
audit, if it is to yield accurate information about the company’s current 
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marketing situation, must be executed in accord with an established time-table. 
Preventing the many deviations from the time-table which cm easily be 
rationalized is a central problem of any marketing audit. 

Impact upon Marketing Personnel 

The success of a marketing audit requires the full cooperation of all 
marketing personnel, from the chief executive and department heads to the 
salesmen in the field. The evaluation of an activity for which one is respon¬ 
sible, however, is often regarded by those carrying on the activity as a personal 
evaluation. These people often perceive in the audit a threat to their status 
and aspirations, and they therefore tend to resist it. They do not necessarily 
refuse to cooperate, but they may attempt to sabotage the audit wherever 
they feel it is possible to do so with impunity. Their resistance may make 
it extremely difficult—if not, in fact, impossible—to obtain accurate informa¬ 
tion. Moreover, the feeling that they are being threatened may impair their 
morale and reduce their effectiveness on the job. 

It is extremely important to be aware of these possible side-effects of 
the audit so that pains are taken to obviate them through precautionary 
measures. Every effort must be made to create a genuine appreciation of 
the!, fact that the audit is not a fault-finding expedition but a search for 
ideas and tools that will enable everyone to do a better job. Marketing per¬ 
sonnel must be educated to the fact that the audit is a management tool 
used to “help us help you” and not a device for “getting” anybody. They 
must be convinced that the audit is a full-scale effort to provide everyone 
in the marketing organization with important information that could not 
possibly be obtained through normal channels and routines. Before inaugurat¬ 
ing a marketing audit, therefore, the possibilities of resistance and lowered 
morale must be dealt with through an educational campaign within the market¬ 
ing organization. 

* * * 

Change is a dominant fact of life. It is also a dominant consideration in 
planning and executing marketing strategies and programs. In fact, appropriate 
and timely adaptation to change is the key to marketing success. Such adapta¬ 
tion requires appraisal and reappraisal of the total marketing operation to 
insure that inefficiencies are detected quickly and opportunities recognized 
as they appear. The marketing audit, if executed properly and in the proper 
atmosphere, can insure management against the inertia and astigmatism which 
retard growth and may even bring destruction. No marketing executive can 
escape the need, therefore, for giving serious consideration to the inaugura¬ 
tion of a program of periodic marketing audits. 


/ Mathematical Programing 

Charles H. Sevin 

Distribution costs are almost always an important item in the budget of most 
firms. This article demonstrates how through the use of mathematical pro¬ 
graming, in conjunction with distribution cost analysis, both sales volume and 
net profits can often be increased substantially. 


One of the most difficult marketing problems is the proper allocation of effort. 
Indeed, the evidence indicates that in a large majority of companies marketing 
effort is grossly misallocated. The most effective tool in dealing with this 
problem is mathematical programing, especially if used in conjunction with 
data from a distribution cost analysis. Mathematical programing can virtually 
guarantee an increase in both sales volume and net profits. 

So far, however, there has been little management appreciation of the 
striking achievements made in reducing unit distribution costs with these 


quantitative methods. This should not be too surprising if we keep busi¬ 
ness history in mind. I suspect, for instance, that when time-and-motion 
studies, cost accounting, and the principles of “scientific management” were 
first being developed in the factory, skepticism greeted the announced 
results of greatly increased output and reduced unit cost. Now, however, 
scarcely anyone would question the very great achievements in the way of 
increased output per man-hour and reduced unit factory costs made since 
the 1880’s when Frederick Taylor developed the concept of scientific manage¬ 
ment. It is significant that one does not often encounter today the question, 
“Does Production Cost Too Much?” But the question, “Does Distribution 
Cost Too Much?” is raised frequently, and a great many businessmen are 
very sensitive -about it. 


The difficult environment in which marketing operations are performed 
—the- “unpredictable behavior” of the consumer in the market place, the 
“human equation” involved in the interaction between salesman or advertis¬ 
ing and the prospective customer, and so forth—is, of course, the well-worn 
excuse for not using “scientific management” as much in marketing as in 
production. Yet marketing has certain characteristics which make it extremely 
profitable to use advanced methods of quantitative analysis. It is, in fact, 
hard to exaggerate the opportunities for increased efficiency. 

In most businesses a small proportion of the territories, customers, orders, 

Source : From David W. Ewing (ea.), Effective Marketing Action (New York : 
Harper & Row, Publishers, Inc., 1958), pp. 127-138. Copyright 1958 by the Ameri¬ 
can Marketing Association : reprinted with permission of Harper & Row, Publi¬ 
shers, Inc. Charles H. Sevin : Senior Consultant, Alderson & Sessions. 
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or products are responsible for the overwhelming bulk of the sales volume. 
Conversely, a very large proportion of the customers, orders, products, terri¬ 
tories, and so on bring in only a very minor proportion of the sales. Even the 
better-managed firms do not usually realize just how much of their market¬ 
ing effort brings in only very small sales returns, since it is difficult to find 
out which sales can be ascribed to any specific outlay of effort. Indeed, most 
firms make no systematic attempt to evaluate the results of marketing effort 
for specific sales segments of their business and usually measure organiza¬ 
tional performance solely by total dollar sales. 

Careful comparison of the costs and returns from the different units of 
the firm’s marketing effort by means of distribution cost analysis will usually 
reveal that, because of all this, a large number of sales made by the individual 
firm are unprofitable even though the business as a whole shows a piofit. 

. How can management go about learning such facts? Just what can it do 
to reduce costs and increase profits? To answer these questions, let us work 
through a specific problem. The situation I shall construct is like others that 

I have worked with in the past. 

ANALYZING COST BEHAVIOR 

We begin with certain figures on profit, sales volume, costs, and other 
items. Our first step is to determine how profits and costs both manufac¬ 
turing and distribution costs—vary with changes in sales volume. This, of 
course, is not a simple job, because in addition to changes in output theie 


Exhibit l Relation between Profit Margin and Sales 
Volume 
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Likewise we can draw a graphic picture of the “normal” relationship of 
each important functional category of cost to some measure of output (not 
necessarily sales) to which it is related. For example, Exhibit II shows the 
relationship of total field selling expense to total number of sales calls. In 
o her charts (not shown) we can plot the relationship between office payroll 
expense and the number of invoices, the relationship between indirect and 
irect production labor cost in our punch-press department, and so on. 
Obviously, the measure of activity is related to the nature of the work done. 

In charts like Exhibit II diagonal lines reveal several significant facts about 


Exhibit II Relation between Number of Sales Calls 
and Selling Expense 
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the behavior of our costs. For one thing, we can separate the variable element 
of each cost from the fixed element. This is important because we cannot 
find the amount of fixed expense simply by inspecting the usual accounting 
classifications, with some costs being labeled “variable” and others labeled 
“fixed.” Many of the standard expense accounts, we learn, contain unexpect¬ 
ed amounts of nonvariable expense which can be discovered only by an 

analysis like that summarized in Exhibit II. 

The point at which the diagonal line cuts the vertical scale shows the 
approximate amount of the fixed element contained in each expense, because 
this point indicates the level of expense when the amount of the output or 
activity to which it is related is zero. Thus, in Exhibit II the nonvariable 
selling expense is $14 000 per month. That is, even if not a single sales call 
is made, our stand-by or fixed selling expense would normally approximate 
$14,000 per month. 

Furthermore, the “slope” of the diagonal line, or the angle which it makes 
with the horizontal in each chart, indicates the variable cost per unit of acti¬ 
vity or output. For example, Exhibit II shows that the variable selling 

expense equals about $3 per sales call. 

The foregoing is just the first step. We go on to make a distribution cost 
analysis by channels of distribution (and byproducts). This reveals wide 
differences in profitability between various sections of total sales. We appor¬ 
tion the variable components of all distribution costs among the four channels 
of distribution on this basis. 

Selling.,.Number of sales calls 

Office.....Number of invoice lines 

Warehousing and shipping.Number of cases handled 

Delivery (trucks).Number of deliveries 

Note that these categories are the same as those earlier mentioned when 
we related the totals of the various distribution costs in order to separate 
their variable and nonvariable components and to get the variable unit costs. 

By adding up the distribution costs allocated as above, we can now obtain 
the total variable costs by channels of distribution. 1 

PLANNING CHANGES 

Our next step is to analyze sales by channels of distribution and to deduct 
total variable costs by channels (production plus allocated distribution costs) 
for these sales. In this way, we determine the differences in profitableness 
between different classes of customers. These figures confirm what we may 
have suspected for some time, namely, that customers in channel D are, on 


1 For further details on classification of distribution costs by functional categories 
and on the bases for their allocation to specific segments of a business, see Charles 
H. Sevin, Distribution Cost Analysis (Washington, Government Printing Office, 1948). 
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the Whole, unprofitable. But the analysis also points up something of which 
we were not aware: the poor showing of customers in channel C. 

We turn our attention to customers in channel D first. Total sales revenue 
is actually less than variable or out-of-pocket costs, leaving nothing for 
fixed costs or net profit. Moreover, the results are no better when we project 
these cost trends to a higher sales volume, and even worse at lower levels of 
volume. We decide that there is nothing we can do to make this group of 
customers profitable; even the larger ones are sold at a loss. Therefore, we 
decide to eliminate this entire channel of distribution. 

As for the customers in channel C, we classify them into groups accord¬ 
ing to amount of purchase. Allocating the variable costs to each group, we 
find that for the large customers there is a profit margin over variable costs. 
It is the customers purchasing under $10,000 who cause the unfavourable 
showing for the entire channel. The next step is to review with our salesmen 
every single class C account with an annual volume of less than $10,000 and 

to cull out all those whose future potential does not promise to make them 
profitable. 

These pianned changes in our channels of distribution should increase net 

profits. But they leave us with the same dollar fixed cost, which would be 

largei lelative to a smaller total sales volume. In other words, the elimination 

of unprofitable sales would leave us with idle manufacturing and distributing 
capacity. 

MATHEMATICAL PROGRAMING NEEDED 

Therefore, our next step is to plan to utilize this idle capacity by increas¬ 
ing our sales pressure on the profitable accounts in channels A, B, and C. 
Of course, we realize that this increase in sales could not be accomplished 
in one year, and it could not be obtained without added out-of-pocket expen¬ 
diture for sales promotion. Another complication is that machine capacity 
is limited for some types of the remaining profitable products. 

Accordingly, at this stage of the game, we decide to use mathematical 
programing to aid us in coming up with the right answer. Programing (both 
linear and nonlinear) is entirely a mathematical technique. By itself it can 
never tell us anything about the operation of the business, but it is a potent 
tool when used in conjunction with data from a distribution cost analysis. 

When operating at a high output level, a firm is likely to run into a variety 
of limitations of marketing or production capacity, some of which may be 
prohibitively expensive (or even impossible) to eliminate in the short run. 

As we have seen, an important characteristic of such a situation is that the 
marketing of a relatively unprofitable item which makes liberal use of the 
scarce facilities may take up valuable capacity that can better be used for 
other purposes. 

In such a situation, what does programing do that other techniques cannot 
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do? In many cases the standard mathematical optimization technique—the 
differential calculus—can, given adequate data, indicate precisely what is the 
maximum profit or minimum cost achievable. But in some problems of opti¬ 
mization there is a complication in that the outcome, to be acceptable, must 
meet certain specifications which the mathematician calls “side conditions” 
or “constraints.” 2 

Let me explain this further. It is characteristic of many marketing and 
other business problems that specifications are not precise. Management may 
provide only (1) minimum requirements that must be met, or (2) rather than 
stating the precise extent to which a facility will be used, the maximum 
capacity which is available. In such cases the side conditions or constraints 
are “inequalities” rather than equations (as in the calculus). That is, they 
do not state that X must equal 500 but only that X must be no less than 
250 or no greater than 500. For example : 

It may be most profitable for a firm to sell 10,000 units a week. This is, 
then, a sort of optimum. However, if the firm’s warehouse can efficiently 
stock only 8,000 units, the optimum is an unattainable goal, and it becomes 
necessary to recompute a more modest and practicable target. The aim is 
to find the most profitable combination of sales which do not violate the 
“inequality side condition” that inventory must be less than or equal to 
8,000 units. 

Programing is the mathematical method for analyzing and computing the 
optimum allocations of effort which do not violate the limitations imposed by 
inequality side conditions. In other words, it attacks the same problem that 
distribution cost analysis seeks to solve. Its purpose is to find a pattern of 
marketing effort allocation which maximizes profits and yet does not exceed 
the available (short-run) capacities of the firm. 

Mathematical programing thus consists of two essential parts : (1) some¬ 
thing which is maximized (e.g., profit); and (2) the inequality side conditions. 
As for the first, it is generally assumed that the business is trying to maxi¬ 
mize the sum of the gross dollar margins in the various segments of sales 
minus the sum of their variable costs. As for the inequality side conditions, 
they describe the various short-run limitations imposed on the firm by a fix¬ 
ed advertising budget or sales force, limited warehouse space, and other 
factors. 

There will be an inequality which corresponds to each of these limitations. 
For example, an inequality may state that the amount of warehouse space 
used by the various sales segments must not exceed the available capacity. 
If, say, the warehouse space used for finished goods inventories is strictly 
proportional to the sales in each category, the inequality may be stated as 
follows in mathematical terms : 

2 For a fuller discussion of this and certain other points that follow, see William J. 
Baumol, “Solution of Management Problems Through Mathematical Programing,” Cost 
and Profit Outlook, Volume IX, May 1956. (Alderson & Sessions, Philadelphia.) 
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a 1 (W) + a 2 (X)+a 3 (Y)+a 4 (ZKA 
bi(W)+b a (X)+b a (Y)+b 4 (Z)<B 
c 1 (W)+c 2 (X) + c 3 (Y)+c 4 (Z)<C 

Where A is the available warehouse space, B is the available sales force 
time, C is the budgeted advertising funds; and where a,(W) is the ware¬ 
house space used by W sales, a,(X) is the space used by X sales, ^(W) is the 
salesmen s time used by W sales, Cj(W) is the advertising budget for W sales, 

and so forth. (For illustration it is assumed that there are exactly four sales 
segments.) 

STIPULATIONS FOR MATHEMATICIAN 

There remain two stipulations that must be made before the mathemati¬ 
cian takes over. First, we must specify that sales in any segment can fall to 
zero but can never be negative, or: 

W>0, X>0, Y>0, and Z>0 

This apparently trivial requirement is fundamental for the mathematical 
analysis. One reason is that the computations are usually done by electronic 
calculators. They may do computations quickly, but they do not realize (un¬ 
less told so specifically) that negative sales are out of the question. If some 
particular sales segment is especially unprofitable, the machine will figure 
out that the less the firm sells in that segment, the better off it will be. But 
if so, why stop cutting down when we get to zero? Unless instructed other¬ 
wise, the machine is very likely to end up recommending negative sales in 
unprofitable segments ! 

Secondly, we must specify that the nature of the problem may change so 
that a cost once fixed can become, in the long run, variable. When this 
happens, the corresponding limitation disappears. In a planning problem, for 
instance, if the present sales force would be inadequate for increasing sales, 
the addition of new salesmen might be considered by the planners; and 
then the amount of selling expense would vary with the amount of sales. 
The effect on the mathematical program is simple; the corresponding inequa¬ 
lity is dropped, and the variable cost figures in the profit expression are in¬ 
creased to include the new variable costs. 

In almost all cases the actual method of mathematical computation is a 
so-called “iterative procedure/’ This term is used to designate a systematic 
trial-and-error procedure. The answer to a programing problem will ordi¬ 
narily not be arrived at directly. Instead, the solution is found by groping 
toward it. The trial-and-error procedure is not, however, pure guesswork. 

It is systematic in that it usually involves at least the first two of the follow¬ 
ing features and perhaps also the third : 

1. There is a mechanical rule which determines, after each step, exactly 
what the next step is to be on the basis of the results of the trial just com- 
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pleted. One advantage of this method is that it makes electronic computa¬ 
tion possible. A mechanical rule stating what must be done at each succeed¬ 
ing trial in the trial-and-error procedure is useful because in a problem 
complicated by the very great number of variables and inter-relationships 
which it involves, human judgment can go very badly wrong; and this can 
result in a very inefficient, even a totally ineffective, search for the answer. 

2. A second feature which usually characterizes the systematic trial-and- 
error procedure is a proof that the method has been constructed in a way 
which guarantees that each trial will yield values which are closer than the 
last to the correct answer. 

3. For a large class of problems there are available trial-and-error proce¬ 
dure rules which are guaranteed to yield precisely the correct result after a 
definite number of steps. In other cases w 7 here this is not possible, one can 
hope to calculate a maximum error which says, for example, that the result 
of the most recent trial is at most one-tenth of 1 per cent from the correct 
answer. The desirability of these features of an iterative computational proce¬ 
dure is obvious. 

FAILINGS OF LINEAR PROGRAMING 

The word “programing” most frequently occurs in the term linear pro¬ 
graming.” When the facts of the situation state that costs will alw T ays be 
proportionate to sales so that, for example, a threefold increase in the level of 
sales in any one segment will alw ; ays exactly triple all the costs incurred by 
the segment, the problem is said to be linear. In a linear case there are great 

economies in data collection and computation. 

Linear programing has practical uses in distribution cost analysis, but to 
appreciate them it is necessary to look first at its limitations. To begin with, 
it rarely fits the facts. If pursued to its logical conclusion, it is virtually cer¬ 
tain to give the wrong answer. One reason is that, in marketing various costs 
involve “quantity discounts” or “nonlinearities.” For example, if we ship 
one-third of a carload of goods, the less-than-carload rates apply, and it will 
cost considerably more than one-third the amount required to ship a full cai- 
load. It is easy to think of other costs which do not rise strictly in proportion 
with sales. For instance, inventory levels, and hence the costs of storage, do 
not usually rise in proportion to sales volume; neither does the cost of sales 

management. 

Moreover, linear programing has an inherent bias which often leads to 
seriously incorrect answers in the re-allocation of marketing effort. It usually 
suggests the elimination of a large number of sales categories; for example, it 
may suggest that a firm end up selling to only a certain type of retailer and 
in only a few major cities. This happens because of the basic theorem of linear 
programing, which in effect states that if there are, say, just three inequality 
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side conditions in a problem, then maximum profits can be obtained by con- 
nning sales to no more than three sales segments. To illustrate : 

we are trying to get the most out of our warehouse capacity, our sales¬ 
men s time, and our advertising expenditure, linear programing would lead us 
to concentrate on three sales segments-one which produces large profits per 
square foot of warehouse space, another which returns large profits per sales- 
an hour, and a third which yield high returns per advertising dollar. Any 
types of sales which are second best to these three would be eliminated Of 

course this is wrong. For one thing, there are diminishing returns to marketing 
effort, markets become saturated. 

PRACTICAL COMPROMISE 


of this IS not to say, however, that linear programing has no uses. Quite 
the contrary. While a linear program usually will not compute a correct opti¬ 
mum because the changes it suggests will go too far, there is yet a very strong 
presumption that it will correctly indicate the best directions of change. It 

more effort should be allo¬ 
cated. Accordingly, where it is too expensive to undertake a full-scale non- 

linear programing analysis (which is the ideal approach), or where the 

necessary data are simply not available, linear programing can still be 
exceedingly helpful. 

When the available information points out a very marked case of misdirect¬ 
ed effort, marketing executives can proceed confidently to take remedial 
action, for no small error in data and computation will account normally for 
the considerable losses which distribution cost analysis often reveals. In sum, 
even fairly inaccurate data and fairly crude computational techniques will 
usually turn up those inefficiencies which are most glaring and which consti¬ 
tute the most important opportunities to increase profits. 

Accordingly, even though they may not have the data, the time, or the 
budget for a broad mathematical programing analysis, managers usually still 
can obtain much of the benefit of a distribution cost analysis by using 
a linear programing approximation. Thus, the principles of mathematical 
programing will, when used in conjunction with the results of a distribution 
cost analysis, help management to achieve in its markenting operations a 
marked increase in efficiency and substantially higher profits. 


53 j A Practical and Proven Measure 

oj Advertising Effectiveness 

Michael H. Halbert 

This article discusses a research project conducted by the E. I. Du Pont de 
Nemours & Co., Inc. to define the goals of the company’s advertising as 
well as provide ways of measuring how well they were attained. While the 
project was not an unqualified success, it did provide data not previously 
available which was used to increase the company’s profits. 

“Advertising effectiveness’ is a curious phrase. It is at once both exciting 
and somewhat embarrassing to advertisers, researchers, and management. 
It is exciting because of its promise, but embarrassing because of its elusive¬ 
ness. There has been a lot said and written about advertising effectiveness, 
and some attempts have been made to measure it. But to measure the effec¬ 
tiveness of any activity, we must have a clearly stated goal for it and some 

way of telling how close it is to attaining that goal. 

There also has been much said and written about the goals of advertising, 
and its function in marketing. Some people treat it as a communication de¬ 
vice, and evaluate it in terms of reach or exposure, impact or learning, and 
retention or memory. To other researchers this approach seems somewhat 
passive, so they emphasize attitude change and measure how much potential 

customers like the advertised product or company. 

There are still other approaches to defining the goals of advertising and 
measuring their degree of attainment, but very seldom are these approaches 
the same from company to company, from agency to agency, or even from 

project to project. 

A PROJECT TO MEASURE ADVERTISING 
IN PROFIT 

This is a report of the theory, conduct, and results of a research project 
conducted at Du Pont during the last few years. In retrospect, the starting 
point for the project was the serious attempt to develop a realistic measurable 
goal for advertising. Such a goal exists. It is a goal that makes sense from 
the point of view of general company management, sales executives, adver- 

Source : From Management Challenges and Research Responses : Proceedings, 
6th Annual Conference (New York : Advertising Research Foundation. Inc., 1960), 
pp. 77-82. Michael H. Halbert : Operations Research Specialist, E. I. Du Pont de 
Nemours & Co., Inc. 
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tising people, agency personnel, and media men. It is the same yardstick 
that is applied to pricing decisions, inventory decisions, new plant investment, 
and every other phase of business activity. It is return in dollars—profit. 

In the final analysis, the only justification for spending money—spending 
it for advertising or for anything else—is that money will come back in. A 
company management has as its prime responsibility to its stockholders the 
investment of their dollars at a profit. If advertising is evaluated in terms of, 
say, recall exposure, the evaluation is always open to the question, ‘‘So what?” 
The answer usually given is, “If more people recall your ads, more people 
will probably buy your product, and profits will probably go up.” This answer 
may well be greeted with a skeptical, “Probably”. But if advertising is evaluat¬ 
ed in terms of profit, and someone still asks, “So what?” the answer is a 
firm, “That’s what we’re in business for.” 

This idea of measuring the effectiveness of advertising in terms of profit 
certainly is not new, but the reason it has been used so seldom is that it is 
extremely hard. One of the reasons it is hard is that it requires the re¬ 
searcher and his client to make definite statements about the relationship 
of advertising expenditures to profits. These statements have to be testable 
by experiment, and this presents the stumbling block for most so-called 
advertising experiments. Many projects that are called advertising experi¬ 
ments are really advertising measurements, but there is a real difference 
between an experiment and a measurement. If I have a theory that high 
impact advertising creates sales, an experiment designed to test this theory 
would require, at the very least, the creation of several ad campaigns of 
different degrees of impact (and obviously, an unbiased way of measuring 
this impact), then the use of these campaigns at different times, or in different 
markets, or for different products, and the analysis of the sales results to 
see if the differences in these results should be credited to differences in 
ad impact, or were due to differences in time, cities, products, or only to 
chance. This series of experiments, with its concomitant measurements, would 
allow me to accept, modify, or reject my theory. 

In contrast, a measurement based on that theory might tell me that some 
ads have high impact and some have low. Even if the high sales for one 
company went with high impact ads and low sales for another company went 
with low impact ads, no theoretical assertation could be made about the 

causal relation. 

It is easy to see from this oversimplified example why few real experi¬ 
ments are conducted in advertising. It takes time, money, and a high degree 
of cooperation by management to secure the information that only experi¬ 
ments can yield. But this information is essential to the successful conduct 
of a business. How else can management make rational decisions? At least 
once a year the major decision of the size of the total budget comes up. 
Obviously, the correct budget is that one that maximizes profit. But how 
can we tell what the profit will be from any particular budget? How can 
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we make sensible decisions in such a complex, dynamic, and emotionally 
controlled area? 

NEW GUIDE TO DECISION-MAKING IS 
OPERATIONS RESEARCH 

The last ten years have seen the emergence of a new scientific ^discipline 
designed to provide rational guides for decision-making in complex areas, 
where, at best, information is incomplete. This discipline is called operations 
research, and many universities now offer graduate degrees in it. This 
discipline is a blend of mathematics, engineering, logic, philosophy, and 
common sense. You’ve probably heard of linear programing game theory 
or inventory control. These are all special problem areas within O.R. Let s 
look at O.R. and see how it works and how it can be applied to measuring 
advertising effectiveness. 


Figure 1 



Figure 1 shows a real functioning system. It looks like a swearing amoeba 
and if we try to understand it by looking at this system in all its complexity, 
we may feel like swearing too. An operation researcher isn’t opposed to 
swearing, but in this case the swearing doesn’t help. What does help is to 
try to describe the system in terms of a model. “Model” is a word that the 
operations researchers have borrowed from physics and mathematics and 
it means an explicit symbolic representation of a real system. The essential 
characteristic of a model is that, with respect to those aspects of the system 
of interest to the researcher, the model behaves like the real system. There 
are all kinds of models, and they are useful for different purposes. An architect 
may use actual physical models in laying out a floor plan for a new depart- 
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ment store. The accountant concerned with the same new store may be 

concerned with the costs, revenue, cash flow, and amortization of the store, 

and his model may be a set of balance sheets. The store manager may use 

a model involving relationships among personnel requirements, material 

inventories, advertising and promotion costs and timing, and his own year-end 

bonus. When we form our model for the system of Figure 1, we must abstract, 

that is, we must leave out, those aspects of the system which only add 

confusion. To do this, we must decide which functions of our amoeba are 
relevant. 


Figure 2 
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Figure 2 shows this schematic form. 
A convenient way to look at any 
system is to consider it a collection 
of related inputs, outputs, and en¬ 
vironment. The inputs stand for those 
aspects of the system that are con¬ 
trollable. In the model of an advertis¬ 
ing system, these inputs are primarily 
how much to spend and how to spend 
it. The outputs are the goal aspects 
-of the system—what we want to get 

out of it, what we want the system 
to do. I have indicated before that the output profit is the one that should 

be given precedence. We can also measure market share, attitudes, etc., 

and the reason for showing more than one output arrow is that in a real 

system w’e are always interested in more than one output. Even if we focus 

our attention on profit, we still must consider short range versus long-range 

profits, before or after taxes, effects of interest or discount rates on past 
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\ 

\ 
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expenses, and future profits. Also, which of the many ways of measuring 
profit are we going to choose? Net profit this year? Change in net worth? 
Return on investment? We shall pick that measure most meaningful for the 
problem at hand, and most relevant in terms of our control variables—our 
inputs. The arrows for the environment represent those variables that affect 
your system but are not controllable. In advertising these variables are 
everything from general economic conditions and competitive action to the 
weather in Cleveland and the editorial copy on the page of the Post opposite 
our ad. 

When you structure our problem this way, one thing becomes obvious. 
Whether a particular factor is to be considered as an input variable or as 
a part of the environment depends on the scope of problem. The number of 
salesmen, the product price, and distribution, as well as product quality, 
may be taken as fixed if we want only to study one aspect of advertising, 
but they well may be considered as controllable when we turn our attention 
to the whole marketing process. The dotted arrow indicates that the outputs 
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(profit, for example) may become, in turn, inputs (money available for next 
year’s budget). 


Figure 3 



Some systems are easy to model, some are hard. Figure 3 shows the graph 
and the equation for the relationship between the length of the side of a 
square and its area. The relation is simple, the graph is simple, and the 
equation is simple. If I ask you to describe this relation to me, you can do it, 
completely and accurately, in one sentence. To find the area of a square, 
multiply the number representing the length of a side by itself and the result 
is the area. 

But I don’t know anyone who can describe the relation between advertis¬ 
ing and market share in one sentence—or in 100. 

EQUATION ON ADVERTISING- 
MARKET SHARE RELATIONSHIP 

Figure 4 
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Figure 4 shows an equation that represents part of this relationship. 
This equation was developed in the early stages of this project to show 
the time structure of advertising, price, distribution, and competitive action 
as they affect changes in market share. It was later discarded because a 
better, more realistic (and unfortunately, more complicated) equation became 
necessary. There is no graph because there are over a dozen variables and 
it is difficult to draw that many dimensions. In formulating a model of the 
advertising-profit relationship, it is important to include all the relevant 
variables, and to leave out all the irrelevant ones. But in order to decide 
which variables are relevant, a theory of advertising is needed. 

To develop a theory of advertising, let me start in the way that most 
theories are started, by analyzing the situation as it exists, i.e., let us look 
at our swearing amoeba again. Or, to translate the figure of speech into our 
advertising system, let us look at the relationship between advertising ex¬ 
penditures and profits from whatever data we have collected in the past. 
If we look at this relationship from an unprejudiced point of view and start 
to ask “Why”, most of our answers, or attempts at answers, at any given 
time center around our market share and our competitors’ market shares. 
When we look at the market at some later time, not only have these market 
shares changed a bit, but their composition has also altered. 

Figure 5 


BRAND SWITCH 

TIME I TIME 2 



Figure 5 shows this simple but not trivial way of looking at a market. 
Fc*r simplicity’s sake, we are considering three bands only, and at Time 1 
they are taken to represent the total market. Obviously from Time 1 to 
Time 2 some people have switched from Brand A to Brand B and some 
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people have gone from Brand A to Brand C. However, as indicated by the 
uppermost arrow in the figure, some people have remained oyal and pur- 
chased Brand A at Time 2 as well as at Time 1. Of course, this is what 
conventionally called brand loyalty. If, then, we wish to predict our sales 

or our brand share at Time 2, we could do it completely if knew 
brand share at Time 1 and how many people did remain loyal how many 
people we would lose to Brands B and C, and how many people we would 
gain from Brands B and C. Fortunately, there is an area of m0 J eln I " athe ‘ 
matics that enables us to utilize data in this form for very powerfu analyses^ 
It is known as transition probability analysis, or by the name of Rus, an 

inventor, Markov analysis. 


Figure 6 


brand switch 



Figure 6 repeats the structure of Figure 5 in numerical form and enables 
us to deal with a more general aspect of market structure, i.e., market growth. 
In Figure 6 we have added a “None” row and column to our table so that 
we can allow for changes in the size of the total market. The market as a 
whole can gain customers or can lose them. You will notice that the num¬ 
bers in each row add up to ten. They were chosen to represent probabilities, 
and the upper left-hand number, seven, indicates that 70 per cent of A s 
customers repurchased Brand A in the second period of time, 10 per cent 
of A’s customers purchased Brand B in the second period, while 10 per cent 
went to Brand C. The remaining 10 per cent did not buy any brand of the 
product under consideration at Time 2. If we read the rest of the table we 
find that Brand B had a brand loyalty of 40 per cent, Brand C of 90 per cent, 
and that of the potential customers we are considering in the row labeled 
“None,” 20 per cent still had made no purchase by Time 2. 
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TABLE SHOWS MANY ASPECTS 
OF MARKETING STRUCTURE 


n 


Many additional aspects of the marketing structure can be learned frcrr 
looking at this table. For example, while Brand B has the lowest brand 
loyalty, only 40 per cent, yet it is the route for most new customers wh 

ome into the market, since the table shows that 70 per cent of the potential 

BrandT^h ^ ^ PUrdlaSe Time 1 did pUrchase Brand B at Time 2 
Brand B then represents an easy entrance to the market for customers but 

has little retaining power. The obvious implication for its advertising and 
promotion policy ,s to attempt to increase brand loyalty rather than tc 
attempt to attract new customers. B and C is in the enviable position of nor 
only having a 90 per cent brand loyalty, but in losing no customers to Brand A 
nor to Brand B, its two competitors. And of course of the 10 per cent it 
loses to “None,” 70 per cent of them will try Brand B in the next period, anc. 
30 per cent of those customers will switch from Brand B to Brand C in the 
following period. If these brand switch probabilities remain constant through¬ 
out any appreciable period of time, then it is mathematically simple to 
project brand share and absolute sales for the future, and so to tell where 
the market is heading and how rapidly it will get there. 

The if in the previous sentence is a big one. Market structure is not so 
simply modeled as Figure 6 suggests. The brand loyalties, the capture rates, 
and the loss rates are not constant. They depend on many aspects of market 
dynamics. And these, in turn, depend on the inputs or controllable aspects 
of a company’s marketing program. Advertising, promotion, packaging, chan¬ 
nels of distribution, pricing, allocation of salesmen’s efforts, etc., can all 
affect brand loyalty and brand switch probabilities. 

At this point in the study we had to turn to field experimentation. Since 
we had derived from our theory rather precise knowledge of what it was 


we wanted to test, we were able to design and conduct an advertising expert 
ment lasting many months. Different amounts of advertising effort were 
directed into different sales territories and data were collected as to the 
initial market shares and to the changes in market share as they occurred 
during the experiment. This part of the measurement program required 
over 70,000 customer contacts. 


In addition to the brand share data, we also measured the initial distribution 
pattern and the changes in the distribution pattern during the course of the 
experiment. This was required since we had hypothesized that not only did 
advertising have a direct effect on consumer behavior, but it also had an 
indirect effect through changes in the distribution structure. 

Figure 7 shows a simplified-distribution chart which indicates the choice 
points at which advertising might have an effect on brand switch and 
market share. An initial group of potential customers may in the succeeding 
time period either buy or not buy. Presumably advertising can affect the 
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>er cent of buyers. This is shown as decision point 1 in the figure. Of the 
ustomers who do buy, some may buy through retail outlets carrying our 

THEORY 




f 


:> 

brand and some may buy through retail outlets that do not carry our brand. 
This is decision point 2. Of those who buy from retail outlets that carry 
our brand, some may be heavily influenced in their brand decision y e 
retail clerk and some may have their mind made up as to brand when t ey 
enter the store. This is decision point 3. Of those customers who are pur¬ 
chasing in a retail outlet that handles our brand and who are making the 
choice on their own, some will ask for the Du Pont brand, some will ask 
for a competing brand. This is decision point 4. And, finally, of those who 
are influenced in their decision largely by the retail clerk and who are in a 
retail outlet that handles the Du Pont brand, some will be given the Du 
Pont brand, some will be given a competing brand. This is decision point . 

FIVE KINDS OF INFLUENCES 
OF ADVERTISING EXPENDITURES 

Our conception of the advertising effect then is that there are five kinds 

of influences that our advertising expenditures might have : 

1. Advertising might encourage more customers to buy this product class. 

2. Advertising might either encourage customers to shop in retail outlets 
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that handle our brand or it might encourage more retail outlets to handle 
our brand. 

3. Advertising can be used to get more people to make the brand decision 
themselves or to leave it up to the clerk. It might be noted at this point 
that in some situations it is advantageous to get people to leave it to the 
clerk since clerks might be more brand loyal than customers. 


Figure 8 


Results 

\ 

I. We can predict market share for each sales territory. 

Accuracy (X^IJX 

II. We can predict the profit from any advertising budget level. 

III. We can compare profits from advertising among different sales territories. 


4. The obvious direct effect of advertising is to get more customers to 
specify our brand. 

5. Another effect of advertising expenditures may be to make retail clerks 
recommend our brand rather than competitive brands. 

Most of the time spent in this study was devoted to the design, conduct, 
and analysis of the results of the field experiment. This is difficult, expensive, 
time-consuming work, but not of particular interest in a discussion or a 
report such as this. 

What, then, were the results of all of this effort? Was the underlying 
theory confirmed and were the results useful in terms of recommendations 
and action on advertising decisions? The theory was partially confirmed by 
the experiment. Market dynamics do not permit any theory, so far as we 
know, to be permanently and absolutely confirmed. However, as Result I 
in Figure 8 indicates, for this product class we can predict the market share 
for Du Pont and for each of its major competitors with a surprisingly high 
degree of accuracy. This prediction can be made utilizing the knowledge of 
advertising expenditures in the territories and the distribution structure in 
the territories. Once we can predict market share and thus total sales, we 
can compute the gross profit for any suggested advertising budget level. 
Since we know our marginal cost for any production level, we can then 
compute the contribution to gross profit for any advertising budget level. 
This enables us to recommend changes from period to period in the total 
budget for this product’s advertising. Result III in Figure 8 says simply that 
we can perform the same analysis for each sales territory and therefore 
balance our advertising effort as a function of the market share, the advertis¬ 
ing levels, and the distribution dynamics of each territory. In the particular 
case studied, it was found that the efficiency of our advertising could be 
greatly increased by reallocation of advertising expenditures. 
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7 

SUCCESS AND SHORTCOMINGS 
OF THE PROJECT 

This report may seem to suggest that this project was an unqualified 
success. In the sense that it supplied information not previously available 
that can and is being used to increase profit, this is so. Yet, let me temper 
these claims with some remarks as to what this project did not discover. 

Figure 9 

Action 

V I. The results are being used 

II. Continuous re-evaluation 
III. Refinement and modification 
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We only investigated and measured a few of the important aspects of 
market dynamics. Changes in the general economic pattern of consump¬ 
tion, radical changes in price or distribution, major actions by competi¬ 
tors, significant changes in product quality characteristics or packaging, were 
not investigated. Nor were the variables associated with specific media or 
product claims investigated. We had decided that it would be enough to 
measure dollars in this first experiment. Refinement and additional variables 
will come later. In the future these and other factors may exert increasing 
and perhaps decisive influences on brand share, sales, and profitability. At 
the present they do not, as evidenced by our ability to predict market share 


with such accuracy. 

However, the results of any experiment are extrapolated to the future 
with the full knowledge and understanding that the future is never a com¬ 
plete repetition of the past. Thus, as Figure 9 shows, the study will in a 
sense go on forever, just as chemical research, quality control, and market 
research in any company are continuous activities. The results are, however, 
being currently used to increase company profit by a measurable amount. 
At the same time special data are being collected to re-evaluate the theoreti¬ 
cal structure and the particular variables determined to be important from 
our experiment. And finally, as we learn more about the effect of advertis¬ 
ing on sales and profits, we shall continuously review our theory and our 

model to incorporate this additional knowledge. 

The project was a success not only because it helped make rational deci¬ 
sions about the advertising budget for this product, but because it showed 
that the scientific method can successfully be used to tackle one of the most 
important business problems of today. Research in projects of this kind are 
one of the most profitable investments a company can make, as detailed and 
accurate information about market dynamics becomes the competitive advan- 
tage of the future. 
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